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Editorial Comment 


Over two centuries ago Joseph Addison made 
W orld the observation that Nature seems to have 
Commerce taken a particular care to disseminate her 

blessings among the different regions of the 
world so that the nations of the several parts of the globe 
might have a kind of dependence upon one another and 
be united together by their common interest. That obser- 
vation is as true today as it was then; but an exchange 
of these natural blessings between the nations of the world 
is capable of doing much more. Commerce to a greater 
degree than any other agency or means tends to wear off 
those prejudices which maintain animosity between nations, 
and to unite peoples by one of the strongest of all ties— 
the desire of supplying mutual wants. Above all it dis- 
poses them to peace. 


It was Samuel Johnson, that hard-headed Englishman 
and keen observer of men, who once said that life cannot 
subsist in society but by reciprocal concessions. Last month 
we made reference to the recent trade treaties between 
the governments of Canada, Great Britain and the United 
States. A major purpose of the agreements, observes the 
National City Bank of New York in its December letter, 
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“is to place another and important check upon the tendency 
of the nations to try to make themselves constantly more 
self-sufficient ; and this is an objective which everyone can 
wholeheartedly endorse.” The favourable reception which 
the agreements between these great nations have met in 
all three countries is evidence that the advantages to be 
derived from the pacts are reciprocal, and that there has 
been a genuine spirit of give-and-take in bringing them 
about. 


Similar trade agreements can be exe- 
German Foreign cuted with other nations of the world, 
Trade Methods provided the spirit of reciprocity forms 
the basis of negotiation. But that 
spirit, we regret to say, is not everywhere in evidence today. 
The methods adopted by the German government in its 
bid for a larger share of world trade have been the subject 
of not a little criticism in the press of Great Britain and 
of this continent during recent weeks. The extent of the 
resentment which those trade practices have aroused can 
to some degree be gathered from the reported remarks of 
the Secretary of the Department of Overseas Trade in 
Great Britain, who, after citing a few illustrations of what 
was going on, made the observation that, unless Germany 
was prepared to put an end to her unfair trade competition 
in European markets and come to an agreement on market 
prices which represent a fair return, free-trading countries 
like Great Britain would have no choice but reprisals. 


What are some of the alleged unfair trading practices 
resorted to by Germany? The use of direct and indirect 
subsidies to exporters has so long been employed by gov- 
ernments that such encouragement to producers can be 
regarded almost as orthodox. In her bid for foreign trade, 
Germany, as might have been expected, has freely applied 
this method; but has supplemented it by startling innova- 
tions and subtle devices which are tending to undermine 
the economy of many countries. We are indebted to a recent 
issue of The Economist (London) for the light thrown upon 
some of the novel schemes developed by Germany in an 
endeavour to expand its foreign trade, and we take this 
opportunity of making a brief reference to them. 
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Among these devices there is one that is al- 
Blocked ready familiar to readers—the use of blocked 
Currency currencies at depreciated rates. The foreign 

trader selling to Germany at a price nominally 
above the world market price was paid in these blocked 
marks. Such currency could not command the full trading 
value of free marks since the holder thereof was permitted 
to purchase with them a limited range of German manu- 
factured goods which ordinarily could not have been mark- 
eted abroad. Since such currency could circulate only at 
depreciated rates, the effect of all such transactions was 
that, at the expense of the foreign holder of blocked marks, 
Germany received the advantage of a high-value currency 
for her imports and a low-value currency for her exports. 


According to The Economist the use of blocked marks in 
payment for German exports has almost completely ceased, 
although a large part of the trade of Germany with South 
America is still paid for with the so-called Aski marks, 
which are usually quoted at a very considerable discount. 
The depreciation of the Aski mark varies in the different 
countries of South America and is affected by the special 
requirements of trade with these countries. The offer of 
a high price coupled with the use of this type of payment 
for her imports has enabled Germany to capture a portion 
of the South American market from Great Britain and the 
United States. 


Reference should also be made to the use of blocked 
credit balances in Germany. In its bulletin' dated Ist 
September last, the Commerz-und-Privat-Bank of Berlin 
gives some information in regard to them: “These credit 
balances” it states, “are subject to foreign exchange restric- 
tions. . . . The possibility of utilization depends upon the 
origin of the blocked balances. .. . The rates arising out of 
transactions of blocked credit balances abroad are consider- 
ably below the rate for free marks, owing to the limited 
utilization possibilities of such balances.” 





10rigin and Utilization Possibilities of the various kinds of Reich- 
mark credit balances for Foreigners, Seventh Edition. 


As illustration of some of the regulations regarding foreigners’ 
special accounts (Aski) for payment in Germany, the following appears 
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The unfortunate position in which the 
Cornering primary producers of the Danubian and 
South-Eastern Balkan countries find themselves today 
European Trade _ is grim evidence of the stranglehold 

which Germany has succeeded in get- 
ting on the trade of these countries. Because the prices 
offered by Germany for wheat, tobacco, timber and other 
products were ostensibly much higher than those of any 
other market, the governments of these countries did not 
wish to incur any unpopularity with the producers by 
hampering sales to Germany, with the result that their 
entire surplus was taken by the German market. Before 
long, however, the exporting countries realized that it was 
a one-sided bargain. The consideration received for their 
products developed into an accumulation of large frozen 
balances owed to them by Germany on their exchange clear- 
ing accounts with her, with the burden of financing placed 
upon the exporting countries. In order to utilize these 
balances the governments had to encourage the purchase 
of German-made goods and to refuse import licenses for 
the manufactured articles of other countries—and inciden- 
tally at no cost to Germany for this national advertising 
program of her goods. Finding herself thus in a strong 
bargaining position, Germany placed restrictions on the 
type of goods to be exported to these countries, and sold 
elsewhere those products for which she could receive cash. 
The result was that Jugoslavia, in order to liquidate its 
frozen clearing balance, found itself obliged to purchase, 
for instance, huge quantities of aspirin; Roumania, like- 





on pp. 24 and 25 of the Bulletin of the Commerz-und-Privat-Bank: 
“German export goods that are to be paid for out of Aski account 
must be such as are not precluded from private clearing. Payments 
for export goods which contain foreign raw material to the extent 
of more than 20% of the export value, free German border, are only 
allowed if at the same time the equivalent of the excess percentage is 
received in the form of foreign exchange or free Reichsmarks (or is 
settled by way of the clearing agreement with the country of destina- 
tion). In trade with other than European countries in respect of which 
Aski marks are to be used, the foreign raw material content may 
amount up to 30% and in regard to certain goods even up to 40% 
of the export value, free German border. Payments out of Aski 
accounts are only to be made in the form of direct transfers to the 
inland export sellers. Other kinds of disposal, particularly by cheque, 
are not permitted. Special arrangements are made to deal with Aski 
marks in trade with South and Central America.” 
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wise, had to buy thousands of typewriters; and Greece, 
mouth-organs by the hundred thousand. 

With this grip on the South-Eastern European trade, 
Germany was able to press her advantages still further. The 
great quantities of tobacco, raisins and other raw products 
bought for credit and incapable of being absorbed by the 
home market were resold abroad at reduced prices for 
cash, all of which tended to unsettle the market for these 
producing countries and to make the German buying price 
appear still more attractive to the producers. So the 
stranglehold continues. Some of the South American coun- 
tries are finding themselves in a similar predicament. With 
the aid of Aski marks, Germany has been able to buy 
large quantities of Colombian coffee and to sell it at re- 
duced prices for cash in the Scandinavian market. This 
tends to disrupt the market also for the Colombian exporter, 
and he finds himself more and more thrown into the arms 
of Germany with her “higher” price offers. 


Possibly the most ingenious of all the 
German Long- methods of the German government for 
Term Credit stimulating foreign trade was the offer 

freely made within the past two years 
of long-term credits to foreign purchasers of German-made 
industrial machinery and other capital goods. On first 
thought, the extension of such generous terms seems in- 
credible to the reader because of the well-known limitations 
of the banking resources of Germany. The explanation 
is that a condition of all such agreements was that imports 
should balance exports. That condition was regarded as 
a reasonable one by the South-Eastern European countries 
when it was agreed that sales made to Germany were to 
be on a cash basis. But the wheat grower of Roumania, 
for instance, who thus sold his grain to Germany soon 
wakened up to the fact that although the cash considera- 
tion was paid into the clearing account at the Reichbank 
in Germany, he could not receive it since the payment for 
the capital goods sold to Roumanian industrialists on a ten- 
year contract would not be made in the German-Roumanian 
clearing account in Roumania until the debt was due. The 
result of such an arrangement was that the obligation of 
finaneing the whole transaction was placed on the Rouman- 
ian banks, while the cash consideration for the wheat, which 
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became immediately available in the Roumanian-German 
clearing account in Germany, was paid to the German ex- 
porter even though his sales were made on a long-term 
credit basis. 

When trade arrangements such as these are so mani- 
festly one-sided the reader will naturally ask, Why do these 
countries continue them? “While Germany was in a com- 
paratively weak position both commercially and politically,” 
states The Economist, “she had to resort to these subtle 
devices to obtain expansion of her trade. The moment she 
became strong enough, however, they were reinforced by 
the assertion of political and economic power. Having 
secured between 40 and 50 per cent. of the trade of the 
Danubian and Balkan States, she can afford to threaten 
that, unless the countries concerned refrain from attempt- 
ing to divert elsewhere part of their trade, Germany will 
stop buying their goods, or that she will stop liquidating 
their frozen claims. This argument, reinforced by the 
growing preponderance of the German military power in 
Central Europe, has been very effective in trade negotia- 
tions in various capitals in South-Eastern Europe.” 


The public accountant has always re- 
Accountants’ garded his working papers as his own 
Working Papers property to be preserved or destroyed 

as he decides. Any action in a court 
of competent jurisdiction, then, bearing upon the owner- 
ship of such papers has special interest for the members 
of the profession. 

In our issue of June 1936 we dealt somewhat fully with 
the subject, our remarks having been based on a decision 
of the supreme judicial court of Massachussets in 1927 in 
the case of Ipswich Mills vy. William Dillon, and on a more 
recent decision of the surrogate court of New York. In 
the former case the court decided that the working papers 
of the accountant, being the means by which the work for 
which he was employed could be accomplished, were his own 
property. The later decision, though not conflicting with 
that in the Ipswich Mills case, held that a testator had no 
legal right to dispose of his working papers by will. 

As we noted at that time, there had been no court de- 
cision in the British Empire bearing on the right of an 
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accountant to retain his working papers. The inference 
was that the principle of ownership of similar drafts or 
data by other professional men, such as the memoranda 
and notations of the physician when diagnosing the physical 
ailments of his patient or of the lawyer in preparing a brief 
on the case of his client, was also applicable in the case 
of the chartered accountant. ( 

Since then the British courts have had to adjudicate 
upon the question of ownership of such papers, and we are 
indebted to The Accountant (London) for a report of the 
judgment in Sockockinsky v. Bright, Grahame & Co., given 
2nd November last by Mr. Justice Whiteley in the Mayor’s 
and City of London Court.* 

The plaintiff, who was a small manufacturer of gowns, 
acknowledged that he “understood nothing whatsoever” 
about bookkeeping and profit and loss accounts. The books 
of his business were kept by one of the employees, but 
since these were “a sort of general outgoings book, a takings 
book and a wages book,” the records were not very satis- 
factory ones for income tax purposes. Accordingly the de- 
fendants, a firm of chartered accountants, were engaged 
primarily to determine the income tax liability, but any 
further duties were not clearly defined. They acted in this 
capacity between 1934 and 1936, and prepared a profit and 
loss account and a balance sheet for the period from April 
1935 to March 1936 from the original record books men- 
tioned. Because of the incompleteness of the records and 
of certain discrepancies in connection with cash receipts 
and disbursements the defendants were unable to certify 
the correctness of the accounts, and were obliged to inform 
the Inspector of Taxes to that effect. In consequence the 
Inland Revenue authorities decided to reopen the plaintiff’s 
returns for the previous six years. 

Early in 1937 the plaintiff engaged another accountant 
to prepare the accounts and to verify his obligations to the 
income tax authorities. As the new accountant found that 
the records already referred to were inadequate for this 
purpose, the defendants were asked to hand over all the 
notes, summary sheets and working papers used by them 
in the preparation of income tax returns, as well as the 
correspondence between them and the Inland Revenue de- 





*Law Reports—Supplement to The Accountant, 19th November 1938. 
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partment. The defendants declined to do so, and the plain- 
tiff took court action against them for the surrender of 
this material. The evidence revealed the fact, however, 
that although the defendants had offered facilities for 
copying such correspondence the offer was refused by the 
plaintiff. The action then may be regarded as a test case 
to determine the right of accountants to retain the working 
papers and letters arising out of the performance of their 
duties. 


In presenting the case for the plaintiff, 
Accountant an counsel contended that the position of the 
Independent defendants was one of principal and agent 
Contractor and that all documents relating to that 

agency belonged to the principal. Counsel 
for the defendant, on the other hand, argued that the ac- 
countant was an independent contractor, his position being 
analogous to that of an artist commissioned to paint a 
portrait, and that any correspondence which might arise 
in carrying out that work belonged to him and that no 
demand could legally be made for its surrender. 

In giving judgment his lordship stated that on the 
evidence before him the defendants were to be regarded 
as independent contractors. He referred to the decision in 
the case of Ipswich Mills vy. William Dillon, which also dealt 
with a similar issue, and stated that there was no obliga- 
tion on the defendants to hand over the documents in ques- 
tion to the plaintiff. 

The decision is an interesting one for members of the 
profession in Canada. Because of the similarity of the 
general law of this country and Great Britain judgments 
of the British courts have in many cases served as pre- 
cedents in similar actions taken here. 


The technical appearance and unusual termin- 


Stock ology of the financial page of our newspapers 
Brokers’ and journals tend to create the feeling that 
Accounts the stock market is much too complicated for 


the average person to understand. This 
should not be so. There is nothing mysterious about the 
buying and selling of stocks and securities. People have 
been investing their savings for centuries in a variety of 
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ways, an important one of which is the purchase of securi- 
ties. 

The written accounts of the great changes brought about 
by the industrial revolution in England—how the riches of 
the nation rapidly increased, how “thousands of busy men,” 
as Macaulay once put it, “found every Christmas that, after 
the expenses of the year’s housekeeping had been defrayed 
out of the year’s income, a surplus remained which had to 
be profitably employed,” and how the English stock market 
had its beginnings over two centuries ago to absorb these 
savings of the people for profitable investment—are of en- 
trancing interest to anyone wishing to become informed on 
them. 

For centuries the stock broker has served a useful and 
necessary function. He is the connecting link between the 
buyer and the seller—the middleman who negotiates sales 
and makes purchases for his client. There are almost as many 
different kinds of brokers as there are lines of business. 
For instance, in Wall Street, one of the world’s greatest 
markets, there are stock brokers, investment brokers, bond 
brokers, grain brokers, cotton brokers and a host of others. 
The successful broker is a man of knowledge, vision and 
uprightness—these qualifications are essential for success; 
one of mediocre ability and without probity would not last 
long in this particular line of endeavour. The broker must 
keep in touch with every market abroad as well as the 
markets at home; he must be able to read and understand 
financial reports, the annual statements of corporations, and 
official statistical data, the import of which will be reflected 
in the market; and he must be on the alert for all new legis- 
lation, the effects of which may be beneficial or otherwise to 
commerce and industry. 

On this continent stock brokers and the other classes of 
brokers mentioned above perform a dual function—they 
first buy or sell for their client and subsequently in most 
cases assist the client to finance the transaction. Through 
this financing they come into possession of property or 
equities of clients and incur large financial responsibility 
to the public. It is in the public interest, therefore, that all 
members of the profession should understand the types of 
transactions entered into and the methods used in recording 
them. 
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Because of the limited amount of reference material on 
the subject of stock brokerage accounting theory and prac- 
tice, our Editorial Committee is happy to announce that a 
series of discussions on the subject, kindly prepared by a 
number of our members who are familiar with this particu- 
lar field, will be published in coming issues of THz CANADIAN 
CHARTERED AccouNTANT. The first of the series appears this 
month. 


10 











MARINE INSURANCE AND AVERAGE 


MARINE INSURANCE AND AVERAGE 
By R. W. Gardner, Chartered Accountant 
Lethbridge, Alberta 


A PROFESSION remotely akin to that of the chartered 

accountant is average adjusting. To many at a distance 
from the ocean and unfamiliar with the terminology of the 
traffic which is carried on along its highways and byways 
the function of the average adjuster is an unknown quan- 
tity. The role of the fire insurance adjuster is a matter 
of common knowledge, but the differences and complica- 
tions which distinguish marine insurance from fire insur- 
ance affect the problems of the average adjuster so greatly 
that the similarity between the two avocations goes little 
further than the name. It may therefore be of interest to 
the readers of THE CANADIAN CHARTERED ACCOUNTANT to out- 
line a few of the peculiar features of marine insurance in 
the light of which the work of the average adjuster may 
be more readily comprehended. 

Almost everyone has some knowledge of Lloyd’s under- 
writers, but many confuse this institution with Lloyd’s 
Registry of Shipping. The latter is an organization with 
agencies all over the globe, and one of its principal under- 
takings is to regulate and supervise the building of ships 
and their classification. France has a similar body in the 
Bureau Veritas and other maritime nations have facilities 
of a like nature, but the great majority of ships are built to 
Lloyd’s requirements. Their supervision includes the in- 
spection of steel and other material used in construction 
and does not finish when the ship is launched and engined. 
She is subject to periodical surveys in order to maintain 
her class. The information in Lloyd’s Register, which in- 
cludes all ships over 100 tons register, is continually kept 
up to date and is of supreme importance to underwriters in 
assessing the risks which they are daily invited to ensure. 

In marine insurance there are usually three interests 
involved, to wit: the ship, the freight and the cargo. There 
are three principal classes of claims, namely, total loss, 
particular average, that is partial loss or damage occasioned 
by any of the perils insured against, and general average 
which originates in a voluntary sacrifice of any part of the 
ship, the freight or the cargo in time of real peril in the 
hope and with the intention of saving the remainder of the 
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interests at stake. Expense properly incurred for the safety 
of all concerned is also a factor. A sacrifice to save the 
ship alone would not support a general average claim. It 
must be for the common good. A simple example of general 
average occurs when a ship, held back by prolonged stormy 
weather, runs short of fuel. In these circumstances a part 
of the cargo may be consumed in the furnaces to keep up 
steam, and the loss thus incurred by the owners of the 
cargo will be made good in general average. Marine insur- 
ance dates back to the time of the Phoenicians and can be 
traced through the periods of the Venetians, the Genoese, 
the Spaniards, the Hanseatic League and the English ad- 
venturers, down to the present time, when it is universal in 
its application and bound up indispensably with our system 
of trade and credit. The traditional Lloyd’s policy, possibly 
still in use, is a quaint document remarkable more for what 
it omits than for what it specifies. It has been described as 
“incomprehensible and archaic” but custom and usage have 
fixed the interpretation of its articles, and it is a singular 
tribute to the honour and integrity of the underwriters 
that litigation in connection with claims is of rare occur- 
rence. 

The policy began with the solemn words “In the name 
of God, Amen,” and purported to cover “perils of the sea, 
restraint of princes and rulers, men of war, the King’s 
enemies, pirates, rovers, thieves, jettison and barratry of 
the master and mariners.” There was a warranty that 
corn, salt, tallow and some other goods were “free of par- 
ticular average or the ship be stranded sunk or burnt.” 
Modern conditions are added in the form of endorsement 
slips attached to the policy. 

It is conceivable that the ship, the freight and the cargo 
might all belong to one party, but as a rule the ship and the 
freight are the property of the shipowners and the cargo is 
owned by the shippers or their assigns. At times it hap- 
pens that the freight is owned by a third party, as in the 
case of a ship let out on time-charter to a contractor or ex- 
porter or speculator for a period of months or years. Having 
contracted to pay a lump sum periodically in advance for 
the use of the ship he becomes the chartered owner and 
may dispose of the vessel as he sees fit in any lawful trade, 
subject usually to certain geographical and seasonal limi- 
tations. The seasonal limitations may conform to the war- 
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ranties in the ship’s policy of insurance, as for example “No 
British North America after 15th September.” In the case 
last mentioned we find the three interests distinguished in 
fact as well as theory. It may be that the time charterer 
is also the owner of the cargo or a part of it. Again the 
freight may be prepaid, but theoretically it would still be 
at stake and would constitute an insurable interest for the 
shipper or other person who prepaid it. Let us consider 
each of the interests separately. 


The Ship 


As the sailing ship is a thing of the past we shall confine 
our discussion to the steamship or motorship. As a rule 
the policy is for a period of twelve months and the subject 
matter is valued, the hull and machinery being appraised 
separately. Appraised is perhaps not the correct word, as 
the values are settled by mutual arrangement between the 
owners and the underwriters. The premium will depend on 
the age and class of the vessel and the valuation set upon 
her. Total losses are not very frequent except in war time 
and the use of wireless telegraphy on board ship has no 
doubt helped to diminish the casualties at sea. On the other 
hand damage by wind and weather or other perils of the 
sea are to be looked for at any time, and the old saw that 
misfortunes never come singly proves often to be true. 
Moreover the older the ship the more likely are damage 
claims to arise. In these circumstances the underwriters 
prefer a high valuation to a lower one, because when a 
particular average claim is to be settled each underwriter 
or group of underwriters will have a relatively smaller con- 
tribution to make. For instance, if the claim is $5000.00 
for repairs to the hull and the latter is valued at $50,000.00, 
the underwriter of one-tenth will be assessed $500.00. If 
the valuation is $40,000.00 he will still have to pay $500.00, 
although he may have received one-fifth less in the way of 
premium. Another explanation may be that the higher 
valuation will usually bring a larger number of underwriters 
on the policy and thus spread the risk. Whatever the reason 
for it this preference may seem strange in view of the fact 
that after paying one or more average claims he may also 
have to pay a total loss before the termination of the policy. 
Evidently the probabilities work out in favour of the under- 
writer. Here we observe a divergency from the fire insur- 
ance rule which reduces the lia‘ility on the policy by the 
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amount of any claim paid. If a ship steaming in ballast 
breaks her propellor shaft a claim will arise for particular 
average on the machinery, and may include towage to, and 
port charges at, a port of refuge as well as the reasonable 
cost of replacing the section of the shaft damaged. In the 
case of an older vessel the repair bill may be paid less a 
deduction “new for old,” which is in the nature of an allow- 
ance for depreciation on the sound value of the damaged 
part. If the ship were loaded a general average claim would 
result from the deviation to the port of refuge and the cost 
of towage, pilotage, together with port charges and possibly 
the wages and victualling of the crew from the time of 
deviation till the ship was again on her way towards her 
destination, would be allocated between the ship, the freight 
and the cargo in proportion to their respective values. In 
other circumstances, as for example when the hull is dam- 
aged below the water line, a part of the cargo may have to 
be discharged to permit of temporary repairs, and the ex- 
pense so incurred will form part of the general average. 
Even if the ship were found sufficiently seaworthy to pro- 
ceed to her port of destination without repairs, the general 
average would hold good, and would include the cost of 
drydocking for inspection or the charges of divers if they 
were engaged for this purpose. The principle in general 
average that a voluntary sacrifice of a part for the common 
safety must be compensated by all of the interests at stake 
dates back to the earliest times. It is not just a convention 
invoked by marine underwriters, because whether insured 
or not all the parties interested in the voyage must contri- 
bute. When the ship arrives at her destination it is the 
duty of the shipowner or master to obtain from each of the 
consignees of the cargo, before releasing any part of it, a 
general average bond, which is an undertaking to pay the 
contribution properly assessed, and this bond is usually sup- 
ported by a banker’s guarantee. 

The adjustment of a particular average claim may or 
may not necessitate the services of an adjuster, and it is in 
the preparation of a general average statement that he gets 
in his fine work. General average is very simple in theory, 
but in practice it is often very complicated. To add to the 
difficulties every maritime country seems to have different 
laws as to what shall and what shall not be permissible in a 
general average claim. In the middle of the last century 
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certain articles were drawn up at an international conven- 
tion, which were intended to regulate the practice as far 
as possible, and these articles known as York-Antwerp 
Rules, revised at various times, are still in force if incorpor- 
ated by reference in the contract of affreightment (Charter- 
party). 

The general average statement may be short, as in the 
case of a cargo of coal or wheat covered by one bill of lading. 
On the other hand in the case of a general cargo consisting 
of a great number of parcels of a variety of goods, the state- 
ment may run into many hundreds of pages. It will com- 
mence with a recital of the circumstances leading up to the 
general average sacrifice, supported by extracts from the 
ship’s log. Then will follow a detailed statement of the 
losses and/or expenses comprised in the claim. After that 
there will be statements of values of ship, freight and cargo. 
From these a percentage figure will be arrived at, which, 
when applied to the values of ship, freight and cargo will 
produce a total exactly equal to the claim. Then there will 
be a statement showing in detail the contributions to be 
paid by the hull, the machinery, the freight and each parcel 
of the cargo. The value placed on the ship will be the fair 
market value at port of destination, which would not neces- 
sarily be commensurate with the insured value. Any dam- 
age done to the ship prior to the general average incident, 
such as the loss of life-boats in bad weather, would be taken 
into account in the appraisal. 

The liability of one ship to another for damage by col- 
lision, which is limited by statute, will usually be paid to 
the extent of three-fourths by the insurers. The remaining 
fourth may be covered by Protection and Indemnity Clubs, 
which also take care of a variety of other contingencies not 
recoverable under the policy of insurance. The salvage of 
a derelict or disabled vessel is a difficult question, which has 
often to be referred to the adjudication of the Admiralty 
Courts. The pipe dream of a shipmaster is to pick up a 
cripple and bring her safe to port. In this connection it 
should be noted that it is not permissible for a ship to 
deviate from her voyage except for the purpose of saving 
life or property. Even when the master of a disabled ship 
has engaged a tugboat to tow his ship to safety for a fixed 
sum the owners of the tug may commence suit for salvage. 
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Whether they will succeed will depend on the circumstances 
of the case. 

Total loss does not require much explanation. Under- 
writers will not accept notice of abandonment if they believe 
the vessel can be salved and repaired for less than it would 
cost if they paid a total loss. When a total loss is paid the 
underwriters are subrogated in the salvage, and it is con- 
ceivable that it might be better to pay a total loss and re- 
cover a part of same through salvage operations, rather 
than go to the expense of repairs, but the owners could re- 
sist this except in the event of constructive total loss, which 
arises when the cost of salvage and reconditioning is great- 
er than the insured value. 

The Freight 


Total loss will ensue on a total loss of the ship. Loss of 
a part of a deckload of lumber by its being washed over- 
board by heavy seas would result in particular average on 
the freight. But cargo jettisoned for the common safety 
would entail a loss of freight which would be recovered in 
general average. 

The Cargo 

Total loss of the ship might not result in total loss of 
the cargo if the latter could be salvaged. The cost of sal- 
vage and freight to destination would be recoverable in 
particular average. The probability of salvage would de- 
pend on the nature of the cargo, and in the majority of cases 
the whole or a greater part of it would be found to be a total 
loss. Particular average also occurs in the event of damage 
by sea water. Voluntary sacrifice of any part of the cargo 
for the common safety is recoverable in general average. 
In order to arrive at the real value of the cargo which was 
at stake when the general average sacrifice began the fair 
market value at port of destination is taken, but the freight 
and landing charges are deducted, and allowance is made 
for any damage which took place prior to the general aver- 
age incident. 

In a short article it is not possible to give more than a 
sketchy idea of the practice in marine insurance. Many 
peculiar circumstances arise and it would be dangerous to 
dogmatize as to the precedents which would be followed in 
such cases. In order to understand the subject better it 
would be necessary to make a study of the case law, which 
is often very interesting. Many of the conclusions arrived 
at may be a little difficult for the layman to appreciate fully. 
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THE EFFECT OF FIXED COSTS ON PROFITS 


By A. S. Hallamore, Chartered Accountant 
Toronto, Ontario 


HE effect ot fixed costs on profits is a subject of major 

importance to the great majority of company manage- 
ments. The problem of solving such questions as— 

At what price should various products be sold in order 

to obtain maximum total profit, for the company? 

At what point should new business be declined because 

of possible uncollectable accounts receivable, and at 
what point should credit limits be set for the same 
reason? 

At what point should we fix inventory maximums in 

order to obtain most profit ? 
will obviously be materially aided by a thorough knowledge 
of this factor. In view of this is it not a remarkable fact 
that analyses of profit and loss statements designed to show 
this effect accurately are practically non-existent? 

In comparatively recent years we have seen the develop- 
ment of standard cost systems which partially tell the story 
through their reflection of over- or under-earned factory 
overhead expenses. Unfortunately such information has 
not been available to the many companies that did not have 
standard cost systems, and almost all those with such cost 
systems have been far removed from obtaining a true pic- 
ture. This statement is made because of the following 
factors: 

Generally speaking all costs of any company fall into 
three classes: 

1. Variable—those that vary directly with the produc- 
tion or sales volume; e.g., productive labour, and 
commissions on sales. 

2. Fixed—those that do not vary directly with produc- 
tion or sales volume; e.g., insurance and taxes on 
property. 

3. Mixed—those that vary partially with production or 
sales volume; e.g., foremen’s wages or salaries, 
stores and supplies. 

If consideration is given to this classification it will be 

noticed that over-earned or under-earned factory overhead 
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expenses do not fully indicate the effect of fixed costs on 
profits because mixed costs are included as part of factory 
overhead expenses. Further, no consideration is given to 
selling and administration expenses in the usual standard 
cost system, and the practice of adding a flat 5% or 10% 
when setting selling prices is widespread. Selling and ad- 
ministration expenses also include variable, fixed and mixed 
costs, the variable portion of which is as much a part of 
the direct costs of the company as productive labour. 
In this article an attempt will be made to show: 

1. How statements can be compiled by any company, 
regardless of its accounting methods, which will pro- 
vide a practical guide to the effect of fixed costs on 
profits as applied to a going concern. 

2. A method of dividing mixed costs into fixed and 
variable costs. 

3. The practical application of these figures in de- 
termining the various major management policies cited 
in the first paragraph of this article. 

4. How these principles can be used in developing 
flexible budgets. 

5. Other useful applications of this information. 
The first step in producing such statements is an an- 

alysis of costs into fixed, variable and mixed. Mixed costs 
should then be further broken down into their fixed and 
variable content, a suggested method being shown in 
Schedule A below. It will be found that this method is 
quite satisfactory except in the case of extremely abnormal 
volume. It may be well to reiterate at this point that the 
term fixed costs is used as applied to a going concern. 
SCHEDULE A 
% of expense 


Yearended Yearended Varia- variation to 
Oct. 31,1937 Oct. 31,1938 tion sales variation 


$150,000 $100,000 $50,000 
10,000 9,000 1,000 2% 
Stationery and supplies 2,000 1,500 500 1% 


The figures used above are for a 2-year period only. 
In actual practice the various expenses would be solved at 
the varying volumes indicated by a number of different 
years in order to obtain greater accuracy, and any abnormal 
factors in the figures of the periods under review would also 
be adjusted. To simplify the illustration as much as pos- 
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sible it has been assumed that production and sales are 
approximately equal and that the unit cost of sales is the 
same in both years. 

According to Schedule A, the variable portion of power 
cost is, therefore, 2% of sales. 2% of the sales in the year 
to 31st October 1937 is $3,000. Since the total power cost 
was $10,000, the fixed portion must be $10,000 minus $3,000, 
or $7,000. Power cost can now be expressed as comprising 
$7,000 Fixed cost and a Variable cost of 2% of sales. Ap- 
plying this percentage, in the year to 31st October 1938, 
power cost will be: 


RU OOM ioe oS ese isin oa ciwisleiaks $7,000.00 
Variable cost, 2% of $100,000 ........ 2,000.00 





Total as above...... $9,000.00 








Dependent on the conditions found in any particular 
company it may be necessary to relate factory expenses to 
production quantities and sales expenses to sales or to sales 
quantities rather than on the basis used in this article. 

Following the analysis of expenses along the lines in- 
dicated in Schedule A, every expense of the company will 
appear as Fixed, Variable or Mixed, each item in the latter 
category being described as fixed expense of so many dol- 
lars, plus variable expense expressed as a percentage of or 
rate on sales. A summary of the expenses of two hypo- 
thetical companies is shown in Schedule B below— 


SCHEDULE B 
Fixed % of variable 

“A” COMPANY costs costs to sales 
SE. Se areaies wus sade $10,000,000 
Variable costs ...... $5,000,000 50% 
Mixed costs ........ 3,500,000 $2,500,000 10% 
Fixed costs ........ 1,000,000 1,000,000 

Total cost. ..... 9,500,000 $3,500,000 60% 

(35% of Sales) 


PUR 55565 sivas $ 500,000 


(5% of sales) 
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Fixed % of variable 
“B” COMPANY Costs costs to sales 


$10,000,000 
Variable costs $6,500,000 65% 
Mixed costs 2,700,000 $1,700,000 10% 
Fixed costs 300,000 300,000 


9,500,000 $2,000,000 75% 
(20% of sales) 


$ 500,000 


(5% of sales) 


Determining Policies—In commenting on credit policies 
of companies the statement is often heard that the losses 
from uncollectable accounts receivable are too small in re- 
lation to volume of sales. In the case of “A” Company the 
summary of expenses shows that fixed costs which will 
continue within the normal volume of sales is 35%. It is 
also shown that a net profit of 5% is made. Thus, on every 
sale of $100.00 it can be argued that there is 40% or $40.00 
with which to speculate. Working on this assumption a 
company making four additional sales of $100.00 each and 
incurring one 100% loss of $100.00 through inability to 
collect would earn fixed charges and profits to the extent of 
40% of $300.00 or $120.00, against a bad debt loss consist- 
ing of the variable costs of $60.00 in the fourth sale. By 
making the four sales of $100.00 the company has profited 
by $120.00 less $60.00, or $60.00 despite the fact that 25% 
of the sales made proved uncollectible. 

This attitude to credits is interestingly described in an 
article by Mr. C. N. Kohl in the Bulletin of the National 
Association of Cost Accountants of 1st July 1937. 

The company with which he is associated set up a special 
insurance reserve for border-line credits “sometimes 10%, 
sometimes 20%, or even the limit of 45%. Against this 
was posted the actual experience with that order. After 
about two years of that we found an overwhelming balance 
on the right side of the ledger.” 

This example illustrates the assistance such an analysis 
would give to management in determining such other 
policies as the establishment of sales prices at a level which 
will yield the maximum profit and the fixing of inventory 
maximums wherein carrying charges and losses through 
inventory inactivity and obsolescene would be weighed 
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against sales gained by having stock on the shelves, which 
sales in turn earn a portion of the fixed costs plus profits. 
Considering New Expenditures—Let us assume that both 
Company “A” and Company “B” above are considering 
making an expenditure of $250,000 for advertising. The 
question in the minds of their managements will be “How 
much additional sales volume will be necessary in order to 
justify this expenditure?” On the basis of the present level 
of prices Company “A” would figure that any additional 
sales made would yield a profit of 40%, since fixed costs are 
already fully earned by the present volume. In order to 
recover the expenditure of $250,000, additional sales of 
$625,000 will be required (i.e. 100 X 250,000 = $625,000), 
40 
or an increase of 614% of present sales. If sales 
increased by $750,000 as a result of this expenditure, 
the profit of Company “A” would be increased by $750,000— 
$625,000 = $125,000 x “11 — $50,000. Company “B” how- 
ever, surprising as it may sound, would find that they would 
have to increase their sales by $1,000,000 or 10%, in order 
to recover their expenditures of $250,000 in advertising, 
(Fixed costs of Company “B” are 20% + profit of 5% = 
25% on additional sales. 25% of 1,000,000 = $250,000), 
and an increase in sales volume of $750,000 would result 
not in a profit but in a loss of $62,500. (On a sales increase 
of $750,000, the additional profit would be $187,500, which 
deducted from expenditures of $250,000 equals reduction 
in profit of $62,500). 

Other similar uses to which this data can be put are 
proposals for installation of new machinery resulting in 
increased fixed charges (depreciation) and reduced variable 
costs; additional sales volume required to maintain present 
profit in face of proposed increase in wages and salaries; 
effect on profits of salary and wage decreases, etc. A little 
algebra is required when several different kinds of expend- 
iture changes are contemplated by managements, in order 
to show their effect, but no real difficulty will be found in 
applying the principles shown above to any set of circum- 
stances. 

Generally speaking, the company with high fixed charges 
must strive to obtain volume, whereas the company with 
high variable costs should be very cautious in making ex- 


penditures for this purpose. 
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The Flexible Budget—Much has been written in recent 
years about budgetary control as an aid to management, 
and much has also been written about the necessity for an- 
nual or periodic revision of the budget to meet changed 
conditions. The principles of expense analysis cited above 
have provided a very large forward step in solving the 
latter problem because by their use the budget becomes 
self-adjusting to any reasonable volume of business. For 
instance, if telephone and telegraph expense is known to 
consist of $1,000 fixed expense plus 5c per $1.00 of sales, 
the budget figure can be readily set for the sales volume 
existing in any month, quarter, or other selected period. 
While not as yet in general use, some few companies have 
applied these principles to schedules of costs for varying 
volumes, which standards can only be exceeded by manage- 
ment authorization. Foremen in factories provide a good 
illustration of this type of cost and it can be readily seen 
how this method is applied when it is known that to pro- 
duce 500,000 units, three foremen should be necessary, with 
no further increase required until 700,000 units must be 
produced in the same length of time. Such methods are 
infinitely superior to the usual practice of noting that ex- 
penses have increased without knowing whether or not the 
increase in expense is justified by increased volume. Of 
even greater importance is the converse situation when it is 
desired to know that expenses have been adequately reduced 
in line with a lowered volume. 

The Break-Even Point—A further useful application of 
the data obtained through the foregoing analysis is the 
means it provides of readily ascertaining the sales volume 
required to break even. In the case of Company “A” it is 
known that Fixed costs amount to $3,500,000 and that 
Variable costs are 60% of sales. Let X = sales. Using the 
undernoted equation. 

60 
x = 0 


x — $3,500,000.00 — 700 


it is ascertained that sales of $8,750,000 will produce a 

break-even figure. The break-even point of Company “B” 

is encountered at a sales volume of only $8,000,000. (i.e. 
75 


x — $2,000,000 — Too * = 0). 


Budgeting for Profits—In the many companies where 
it is possible to make reasonably accurate forecasts of sales 
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volume, the resulting profit or loss can be pre-determined 
with useful accuracy and steps can be taken before the 
period is under way to adjust expenses if the indicated 
profit figure is unsatisfactory. 


A very interesting method of measuring the progress 
of a company results from considering fixed costs as a 
definite amount in dollars per annum, a portion of which 
is recovered each time a sale is made. A schedule along 
the lines shown below might prove to be a useful incentive 
for the sales department. It will be noted that the budget 
column under the heading of “balance of fixed costs to be 
recovered” shows that no profit is expected by the company 
until November. 


Monthly Recovery of Fixed Costs Balance of Fixed Costs 
(35% of Sales) to be Recovered 
Budget Actual Difference Budget Actual Difference 
$1,000,000 $1,000,000 

Jan. $125,000 $110,000 —$15,000 875,000 890,000 —$15,000 
Feb. 110,000 100,000 — 10,000 765,000 790,000 — 25,000 
Mar. 100,000 105,000 5,000 665,000 685,000 — 20,000 
Apr. 90,000 100,000 10,000 575,000 585,000 — 10,000 
May 80,000 95,000 15,000 495,000 490,000 5,000 
June 75,000 80,000 5,000 420,000 410,000 10,000 

July 90,000 80,000 — 10,000 330,000 330,000 me 
Aug. 100,000 90,000 — 10,000 230,000 240,000 —10,000 
Sept. 110,000 110,000 — 120,000 130,000 —10,000 
Cct. 120,000 125,000 5,000 — 5,000 — 5,000 
Nov. 110,000 120,000 10,000 +110,000 +115,000 5,000 
Dec. 100,000 105,000 5,000 +210,000 +4+220,000 10,000 


$1,210,000 $1,220,000 $10,000 


Estimating Cost Prices for the Purpose of Setting Sell- 
ing Prices—The subject matter up to this point has dealt 
with expenses of a company in total. It will be noted that 
the operations of a factory within a company or of a depart- 
ment in a factory are similarly subject to analysis and that 
a final profit or loss for a factory or department can be 
readily determined by the pro-ration of such expenses as 
selling and administration. In distributing the latter items, 
the distinction between fixed and variable is maintained so 
that, for example, the portion of fixed selling expense ap- 
plicable to a factory or department is known and the total 
fixed and total variable cost for such factory or depart- 
ment can be maintained. 


Following these methods to their logical conclusion, cost 
sheets for individual lines of goods will be produced on 
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which costs are shown in a manner similar to that in 
Schedule B. Copies of such cost sheets could be used by 
the sales department in setting selling prices. This sug- 
gestion would probably be roundly criticized by many execu- 
tives as giving far too much information to the sales office, 
and resulting in too much selling at reduced prices with 
the object of maintaining volume. Opposed to this view 
it may be said that proper control by the management or 
the existence of capable selling executives would bar such 
a possibility. Further, it is essential for management to 
have this information, as staple lines in many industries 
are priced low to obtain volume, and a clear conception of 
the result of selling at a low price must be had in order 
properly to visualize the result and to forestall the pos- 
sibility of selling on a level at which variable costs will not 
be recovered. Lastly, this method avoids the usual prac- 
tice of including the familiar “Add 15% for selling and 
administration expenses” which is dangerous because of the 
inclusion in selling expenses of such variable items as com- 
missions and discount on sales. The latter should certainly 
be classed with materials and productive labour in order to 
insure recovery upon sale. 

Knowledge of these Factors Valuable Regardless of Ex- 
tent of Fixed Costs — It seems unfortunate that in the 
limited amount of printed matter on this topic the accent 
is generally placed on obtaining sales volume regardless of 
sales price. If such a policy were followed by a company 
with high fixed costs it might well benefit for the space of 
a year or two but, provided no monopoly followed, could only 
result in a general lowering of price levels in the trade or 
industry. It is desirable to emphasize the fact that the 
effect of fixed costs on profits is a two-way subject. Knowl- 
edge of its effect is beneficial alike to companies with high 
or low fixed costs and it may be just as disastrous for one 
company to attempt to obtain volume by cutting prices as 
it is beneficial for another. 


It will be noticed that the company with a high propor- 
tion of fixed costs will benefit most by high volume and 
consequently will make very large profits in prosSperous 
times. However, when a depression sets in consumption 
declines and volume cannot be obtained at any price, so that 
managements are faced with the necessity of drastically 
cutting their costs. This is the time when the company 
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with low fixed costs comes into its own. The comparative 
ease with which it can cope with the situation is strikingly 
illustrated by reference to the preceding paragraph on the 
break-even point. Company “A” will start going into the 
“red” when sales drop to $8,750,000, a decline of only 1214% 
from $10,000,000 whereas a decline of 20% in sales to 
$8,000,000 can be withstood by Company “B” before a loss 
will result. 

The effect of such a decline on profits is usually worsened 
rather than ameliorated when the management of Com- 
pany “A” attempts to cut its costs. This is due to variable 
costs being more susceptible to reduction than fixed costs. 
Suppose that the managements of both Companies “A” and 
“B” decide to reduce all wages and salaries by 10% and 
that when analyzed it is found that this results in reduc- 
tions in expenses as follows: 

Company “A” Company “B” 


Variable costs ........ $400,000 $475,000 
Fisted COBB oie cess 100,000 25,000 





The revised total costs of the two companies will now be: 
Company “A” Company “B” 

Variable costs ........ 56c per $1 7014c per $1 

Fixed costs ........... $3,400,000 $1,975,000 
Re-calculating the break-even points on this revised basis, 
it is found that Company “A” must now obtain a volume of 
approximately $7,725,000 (i.e. x — 3,400,000 — 007 = 0), 
as against Company “B’s” figure of approximately $6,- 
640,000 (i.e. x — 1,975,000 —i = 0). Before the 
reduction in wages and salaries Company “A” had to sell 
$750,000, more than Company “B” in order to break even. 
Now it is necessary to sell $1,085,000 more. 

The factors, which work to the advantage of the com- 
pany with a high proportion of fixed costs when large vol- 
ume is obtained, prove to be a strangling influence under 
curtailed marketing conditions. Any such company must 
be exceedingly cautious in distributing profits to share- 
holders in prosperous times, as only a strong financial posi- 
tion will see it through an era of depressed conditions. 

General—It will be noted that the principles explained 
above can be applied with substantial benefit to financial 
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institutions, selling organizations, etc., as well as to manu- 
facturing companies. They also have from a broad view- 
point a very definite application to industries as well as 
to companies in industries. There are some laws which are 
exceedingly difficult to change and the old economic theory 
of diminishing demand in the face of increasing price most 
certainly falls in this class. It is suggested, then, that 
industries in which fairly stabilized prices exist might find 
themselves substantially better off if prices were reduced 
and demand increased. An analysis of the costs of any such 
industry along the lines illustrated above would indicate to 
what extent sales volume would have to be increased in 
order to offset any contemplated reduction in price. 

The principles relating to the effect of fixed costs on 
profits are as old as business itself, and it is in nowise in- 
tended to suggest that company managements in general 
are not fully aware of them. However, it is believed that 
their true effect is minimized to a large degree by the 
methods commonly in use and it is suggested that in the 
numerous uses to which a proper understanding of their 
workings can be put there lies a field which has been as 


yet very incompletely explored. It is sincerely hoped that 
the various suggestions made above, a number of which 
have been derived from the few printed articles on this 
topic, will cause much further discussion and thought of a 
highly constructive nature. 
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SOME THOUGHTS ON TAX AND OTHER 
GOVERNMENT RETURNS 


By W. F. Holding, Chartered Accountant, 
Toronto 


c is generally recognized that business is severely taxed 
at the present time to provide the revenue required by 
the Dominion and Provincial governments. It is probably 
not so well known that in addition to the actual cash outlay 
in the form of taxes, business is put to considerable ex- 
pense and inconvenience in providing governments with 
statistical information, and maintaining records that are 
solely for the purpose of calculating tax liability. 

The following list indicates the various government re- 
turns required of a company incorporated under the Domin- 
ion Companies Act, and doing a Dominion-wide business 
through a branch set-up. Although the list is a formidable 
one, no assurance is given here that it is complete: 


Dominion Government 

Annual company income tax return (Form T2) 

Annual report of employees’ income (Form T4) 

Annual report of dividends paid (Form T5) 

Annual report of interest on registered bonds (Form 
609) 

Monthly sales tax return 

Annual census of industry return 

Annual summary, as required by the Companies Act 

Special questionnaires 

Returns for taxes deducted from payments of royalties 
to foreign residents 

Monthly return to Bureau of Statistics as to number of 
persons employed. 


Province of Ontario 
Annual corporation tax return (profits tax return and 
capital tax return) 
Annual return stock transfer tax (Form CT15) 
Annual return under the Companies Information Act 
Annual return under the Workmen’s Compensation Act. 


Province of Quebec 
Annual corporation tax return (profits tax return and 
capital tax return) 
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Annual return under the Companies Information Act 
Annual return under Workmen’s Compensation Act. 


Province of Alberta 
Report showing particulars of insurance policies 
Monthly report of sales under Trade and Industry Act 
Annual company income tax return 
Annual return under the Corporation Taxation Act 
Annual return under The Companies Act 1929 (foreign 

companies) 

Annual report of dividends paid 
Annual report of employees’ earnings 
Annual return under Workmen’s Compensation Act 


Province of Saskatchewan 
Annual company income tax return 
Annual report of employees’ earnings 


Province of British Columbia 
Annual company income tax return 
Return to Bureau of Economics and Statistics 
Annual report under the Companies Act (extra-provin- 


cial companies) 
Annual report of employees’ earnings 
Annual return under Workmen’s Compensation Act 
Monthly return of income tax deducted from employees 
salaries or wages 


> 


Province of Manitoba 
Annual company income tax return 
Annual report of employees’ earnings 
Annual return under The Companies Act 
Annual return under Workmen’s Compensation Act 
Monthly return of income tax deducted from employees’ 
salaries or wages. 


Province of Nova Scotia 
Annual return under the Provincial Revenue (Corpora- 
tions) Act 
Annual return under the Companies Act 


Province of New Brunswick 
Annual return under the Corporations Tax Act 
Annual company income tax return 
Annual return under the Companies Act. 
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Municipalities 

Monthly sales tax return to City of Montreal, and report 

of employees’ earnings to various municipalities. 

The following observations concerning some of these 
returns may be of interest. 

Dominion Income Tax Returns—The preparation of the 
return to the Dominion government involves little or no 
extra work for a company, as the tax is based on the 
records which the company maintains for its own purposes. 
The income tax returns made to Provincial governments, 
however, require the construction of profit and loss accounts 
for the operations of the company within each Province. 
This is often a complicated calculation which is generally 
of little or no value to the company except for tax purposes. 
Therefore, when considering the cost of these taxes to the 
company, the expense of producing special records must be 
added to the amount of the tax paid to the government. 

No discussion of income tax returns (Dominion and 
Provincial) would be complete without some reference to 
the practice of adjusting the profits as shown by the Profit 
& Loss Account, as verified by the auditors, by the exclusion 
of those charges disallowed by provisions of the Income 
Tax Acts or by departmental rulings. For example, the 
Dominion government will not allow deduction from tax- 
able income of income taxes paid to Provincial governments, 
although if a like amount were assessed by Provincial gov- 
ernments on some other basis, the tax would probably be 
deductible. 

Another inequitable ruling is that which disallows any 
charge for refinancing expenses. The refunding of bonds 
to secure a lower interest rate is a case in point. The com- 
pany will properly consider that from the date of the re- 
funding, its interest expense is the interest on the new 
bonds plus a proportionate yearly charge to amortize the 
expenditures involved in the refunding, such as call premium 
on old bonds, legal expenses and marketing expenses of 
the new issue. The company and the company’s auditor 
will say that the saving in expense secured by the refund- 
ing is the difference between the interest payable under 
the two issues less the expenses involved in securing such 
saving. The government takes the stand that taxable 
profits are increased by the gross amount of the saving 
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effected. So far as the writer knows, no attempt is made 
to justify this attitude. 

With the exception of British Columbia, income tax 
provisions of the Dominion and Provinces permit the de- 
duction of bond interest in arriving at taxable income. The 
Province of British Columbia permits the deduction only 
of interest paid to a resident of British Columbia, and only 
then if a detailed list of such payments accompanies the 
return. Therefore, in order to obtain full exemption under 
the British Columbia Income Tax Act, a company having 
bearer bonds outstanding must make special provisions for 
securing a record of the names and addresses of such 
payees and of the individual amounts paid to them. 

Provincial Corporation Tax Returns—These returns vary 
considerably between provinces. In Ontario and Quebec, 
for example, the Corporations Tax Acts are double-bar- 
relled—leving a capital tax on the company’s assets located 
in the Province as well as a tax on the company’s income. 
The task of preparing the return on capital is complicated 
by the necessity of stating such capital in accordance with 
the Act and attending regulations, as distinct from the true 
capital of the company. The writer knows of one company 
executive who spent several days in carefully making an 
inventory of all the company’s assets located in the Prov- 
ince for which the return was being made. In due course, 
and without request by the Province for further particu- 
lars, the company received an assessment considerably in 
excess of the amount paid. After numerous requests for 
particulars of the assessment, he received a brief notice 
that, by law, the amount assessed was entirely at the 
pleasure of the Lieutenant-Governor-in-Council. 

Several years ago the Provinces of Ontario and Quebec 
decided that mortgage bonds would not be deductible in 
determining the net assets on which a company’s capital 
tax is based. By this change in the Acts the shareholders 
of a company pay (through the company of course) a cap- 
ital tax not only on their own capital invested in the com- 
pany, but also on the capital invested by an entirely different 
group of investors, i.e., the bondholders. It should be ob- 
vious that any tax imposed upon a company is really a tax 
upon the shareholders of the company, and that the bonds 
of a company are not part of its capital, but are simply 
one of the company’s liabilities. 
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SOME THOUGHTS ON TAX AND OTHER GOVERNMENT RETURNS 


The Province of Alberta bases its capital tax on the 
authorized capital of a company, with the proviso that a 
company having a substantial investment in other prov- 
inces may apply for a reduction in the assessment. To 
obtain this adjustment, a return must be made which in- 
cludes amongst other information a statement of the com- 
pany’s assets located in the province. The reduction al- 
lowed, however, will generally not reduce the assessment 
to the amount which would represent the tax rate on the 
assets located in the province, nor will the company be 
entitled to a statement of the basis on which the adjusted 
assessment is calculated. 

Annual Returns or Reports as required under the 
Dominion & Provincial Companies Acts — Every year a 
Dominion incorporated company must make an annual 
return (known under varying names) to the Dominion and 
Provincial governments, showing the method of incorpora- 
tion, authorized and issued capital, names and addresses 
of directors and officers, and other statistical information. 
Rarely is there any change from year to year in the in- 
formation shown on these returns nor would there seem 
to be any temptation to file false information. Yet, with the 
exception of one province, all returns have to be verified 
by affidavit of two of the companies’ officers. This is a 
distinct and apparently unnecessary inconvenience to com- 
panies whose offices are located at any distance from the 
office of a commissioner for oaths. There seems little if 
any purpose in requiring these annual returns, but, if there 
should be some obscure reason for them, why would it not 
be satisfactory to make out a return for the Dominion 
government and mail copies thereof to the various Provin- 
cial governments? And why should it not be sufficient 
simply to have the return signed under the company’s 
seal, when such important returns as the Income Tax and 
Corporation Tax returns can be signed by one officer of 
the company ? 

The Province of British Columbia requires to have filed 
with the annual return, particulars of all capital stock trans- 
fers during the year affecting the holdings of a resident of 
British Columbia. What use they can make of this in- 
formation is not apparent, but the compilation thereof in- 
volves a considerable amount of time for a company with 
active listed stock. 
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Census of Industry Return—The information submitted 
on this return forms the basis for an annual publication 
of the Dominion government (available about two years 
after the period covered) in which is reported consolidated 
statistics of the year’s activities of various industries. 

It is unlikely that a company would find it practical 
or desirable to design its accounting system automatically 
to provide answers to the questions in the census. Es- 
timates, or approximations, which may be little better than 
guesses, may therefore be frequently resorted to. 

Companies having several plants are required to make 
a separate return for each plant, yet the form was ap- 
parently not designed to meet this circumstance, e.g., one 
question on the form asks for the total of ‘Cash, bills, and 
accounts receivable, prepaid expenses, etc.’ It is not clear 
how this question should be answered for a plant which is 
operated by a company owning other plants, and distributing 
its products through a number of sales branches. 

Two other questions on the form which are probably 
seldom answered with any degree of accuracy are: 

Materials and Supplies used: Give the quantities and 

cost, at the works, of all materials and supplies used 
in manufacturing during the year (In 24 classifica- 
tions) 

Products made: State the total selling value, at the works, 

of all products made during the year. 

It is the contention of the writer that the above ques- 
tions are ambiguous and that accurate information could 
not be obtained without special records, the cost of main- 
taining which would be prohibitive. The extent to which 
the published consolidated figures are used is not known, 
but their reliability for statistical purposes is open to ques- 
tion. 


In almost any year ‘one-time’ returns are required by 
the various governments in connection with special studies 
or investigations which are being made. The writer has 
not attempted to list any of such returns, and theze are no 
doubt other returns regularly required by the various gov- 
ernments which have been overlooked. However, it is felt 
that sufficient references have been made to establish the 
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contention that industry’s taxation burden is substantially 
more than the amount of taxes actually paid to govern- 
ments, and that this burden could be lightened if govern- 
ments would periodically review legislation and departmental 
rulings affecting taxation, and other returns, with the ob- 
ject of correcting provisions that were obviously inequit- 
able, of eliminating returns which had become obsolete, 
and of simplifying the taxpayer’s problem of determining 
the amount of tax for which he is liable. 


THE BANK OF ENGLAND 
By F. Bradshaw Makin, London, England 


™ As SAFE as the Bank of England” is a saying that has 

been current in Britain for many years and is used 
when referring to any organization, the stability of which 
cannot be questioned—hence the reference to Britain’s lead- 
ing bank. The Bank of England has not always enjoyed 
a reputation for safety and stability, as during its career 
the danger of complete collapse has been present on more 
than one occasion; in fact before it had been established 
three years the supporters of a rival bank drew up the last 
will and testament and wrote the epitaph of the Bank of 
England. The Bank itself owes its birth to the financial 
troubles which beset the ruling government of the country 
at the time of its inception. Actually the formation of the 
Bank was considered more in the nature of a scheme where- 
by additional funds could be obtained for the government, 
than as a new development in banking. 


History 

Credit for the promotion of the Bank is generally given 
to the Scotsman, William Paterson, who possessed the qual- 
ities of a romantic idealist allied to those of a financial 
genius. Paterson, however, received invaluable aid from 
Montague, the Chancellor of the Exchequer in 1691, and 
from Sir Michael Godfrey, one of the leading financiers and 
merchants of the day, and it was largely owing to their 
efforts that the Bank of England was brought into being. 

The Bank was incorporated by charter on the 27th July 
1694 in the reign of William III, with an original capital 
of £1,200,000 ($6,000,000) and was given the title of “The 
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Governor and Company of the Bank of England.” The 
subscribers of the original capital were to receive four 
per cent. interest on their money whilst the government 
borrowed the whole of the capital and paid interest thereon 
at eight per cent. plus a further £4,000 per annum, a total 
annual payment of £100,000. The Bank was empowered 
to issue notes to the extent of its capital and to carry on 
a banking business. A board of management was appointed 
consisting of a governor, a deputy governor, and twenty- 
four directors. The first governor was Sir John Houblon, 
who was presented in 1696 with the famous Houblon Tank- 
ard, which after disappearing for many years was bought 
by the New York Clearing House. Through the courtesy 
of the governor of the New York Federal Reserve Bank 
the tankard was returned to the Bank of England in 1924. 

During the eighteenth century the Bank and the gov- 
ernment experienced many and diverse difficulties. The 
government had recourse to the Bank for further loans, 
the capital of the Bank being increased on several occasions 
and the charter renewed whenever it expired. It may be 
stated in passing that the charter gave the Bank an almost 
complete monopoly of banking, and this monopoly was not 
surrendered until 1826. 


The Fiduciary Note Issue 


The outstanding feature of the nineteenth century was 
the passing of the Bank Charter Act of 1844, the principles 
of which still form the basis of the British currency system 
and of the Bank itself. Under the terms of the Bank Act, 
the note issuing activities of the Bank are kept separate 
from the purely banking activities, hence the division into 
two sections of the weekly bank return. The Bank was 
allowed to issue notes to the extent of $70 millions against 
securities consisting of the government debt of $55,075,500 
and other government securities of some $15 millions. 
Any notes issued in excess of the above total had to be 
covered by gold coin or bullion. That part of the total 
note issue backed by the government debt and securities is 
spoken of as the fiduciary issue, and it is interesting to 
note that even today, when the fiduciary issue is $1,000 
millions, part of the cover of this issue is still shown in 
the weekly return as the original government debt of 
$55,075,500. The banks of issue existing in 1844 were al- 
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lowed to retain their note issues, but as the rights of issue 
lapsed, two-thirds of any issue lapsing were to be taken over 
by the Bank. The last of the private issues was acquired 
in 1923, bringing the fiduciary issue up to $98,750,000 at 
that date. 

The stringent terms of the Bank Act are such that any 
marked loss of gold has a serious effect on the currency 
and the credit base. To prevent undue financial dislocation 
the Bank Act can be suspended, thus giving the Bank power 
to issue notes temporarily without a full gold backing. 
Needless to say the Bank Act is only suspended when the 
situation is of the gravest nature and only when all other 
means of meeting the position have failed. On three occa- 
sions in the last century it was necessary to suspend the 
Bank Act. In 1847 a financial panic developed as a result 
of heavy imports of foodstuffs and speculation in railway 
stock, but though the Act was suspended the Bank did not 
use the powers granted to it. A more serious crisis arose 
in 1857 when the advantages accruing by virtue of the 
suspension of the Act were fully utilized by the Bank. At 
this period the bank rate attained the unusually high figure 
of ten per cent. The third suspension took place in 1865 
during the period of the American Civil War. A number 
of large financial houses failed and there was a general 
financial panic. The outbreak of war in 1914 provoked a 
further crisis and a suspension of the Act. The powers of 
increased issue were not used by the Bank as the Treasury 
met the demand for money by the issue of treasury notes. 

During the war and until 1928 Britain experienced the 
somewhat curious state of having both treasury notes and 
bank notes circulating side by side. The volume of treasury 
notes was much greater than that of bank notes, but as 
the former were issued by the Treasury they did not appear 
in the Bank’s return, thus causing the anomaly of the major 
part of the country’s currency not being recorded in the 
published statements of the Bank. This state of affairs 
was ended on the taking over of the treasury note issue 
by the Bank in November 1928. On the merging of the 
two note issues the fiduciary issue was raised to $1,300 
millions. 

How “Managed” Currency Is Controlled 

At the present date the fiduciary issue is $1,000 millions 

made up of the old original government debt previously 
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mentioned, some $940 millions of government securities 
taken over from the Currency Note Redemption Account 
in 1928, a small holding of other government securities to- 
gether with a small amount of silver coin. The gold coin 
and bullion held in the Bank is today some $1,630 millions; 
therefore the note issue is equal to the gold holding plus 
the fiduciary issue, a total of $2,630 millions. Though the 
fiduciary issue is laid down as $1,300 millions, power is given 
to the Treasury to cause, at the Bank’s request, a reduc- 
tion in the issue for such a period as they may determine. 
An increase may be sanctioned by the Treasury, again at 
the Bank’s request, for a period not in excess of six months 
providing the treasury minute authorizing the increase is 
presented before both Houses of Parliament. This provides 
a very desirable degree of elasticity, as a reduction in the 
issue or an increase up to the limit of $1,300 millions can 
be effected without parliamentary sanction. This altera- 
tion of the fiduciary issue when used in conjunction with 
the Exchange Equalization Account is now an important 
part of the system of “managed” currency. 

Of the total notes issued the actual amount in circula- 
tion changes from week to week, and at the time of writing 
is $2,430 millions, the balance of $200 millions being held 
in the Banking Department. The notes held by the Bank- 
ing Department together with a small amount of gold coin 
and bullion constitute the banking reserve of Britain. This 
arises from the fact that the joint stock banks keep their 
cash reserves (other than till money) in the form of deposits 
at the Bank. It is also important to realize that the Bank 
can exercise control over the bankers’ deposits, increasing 
them by granting advances or loans, or by purchasing bills 
or securities and reducing them by disposing of securities 
or not renewing loans. When the gold standard was oper- 
ative any loss of gold affected both the issue and the bank- 
ing departments. On the withdrawal of gold the item of 
“Other deposits” in the banking department was reduced 
by the amount of the draft drawn by the purchaser of the 
bullion, and a similar reduction made in the item of “Notes 
in reserve.” The notes taken from the reserve were pre- 
sented to the issue department and surrendered in exchange 
for bullion, thus reducing the notes issued and the bullion 
holding by equal amounts. A gold inflow caused the notes 
issued and the bullion to increase by equal amounts, and 
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unless the note circulation increased, an addition would be 
made to notes held in reserve in the banking department. 


Security Market Operations 

The fact that the commercial banks keep their cash re- 
serves in the form of deposits at the Bank is of particular 
importance as the whole system of control operated by the 
Bank is dependent on this feature. Suppose, for example, 
that the Bank is desirous of increasing its investment hold- 
ing and as a consequence purchases in the market, say, $10 
millions of government securities. Payment for the secur- 
ities is made by means of a draft on the Bank itself; there- 
fore, sellers receive a claim on the Bank which is represented 
by the actual cheques received. The sellers in due course 
pay the cheques into their own banks, and as these banks 
present them for payment at the Bank there is an increase 
in the total of bankers’ deposits. The main effects of the 
transaction are, that the market for government securities 
is stimulated and tends to harden, whilst the commercial 
banks are in a position to lend more freely owing to the 
increase in their deposits with the Bank of England. 

The foregoing illustration should make it quite clear 
that there is a fundamental distinction between the Bank 
as a central bank and the ordinary commercial banks. 


The Bank is the main reservoir of credit; therefore, 
whenever it buys securities or bills, or makes advances, the 
outside institutions are placed in funds. On the other hand 
any sale of bills or securities, or any calling in of loans by 
the Bank, denudes the commercial banks of their funds. 
This is quite different from the effects of a purchase or sale 
by the ordinary commercial banks, as any such action does 
not increase or decrease the general volume of credit, but 
merely transfers the ownership from one person to another 
without affecting the total. The power of the Bank, work- 
ing in conjunction with the Treasury, to control the general 
credit situation and the gilt edged market has been in- 
creased by the existence of a large volume of extra bud- 
getary funds. These funds consist of the resources of the 
Post Office Savings Bank, the Trustee Savings Banks, and 
the accumulated surpluses of the National Health and Un- 
employment Insurance Funds, and are estimated as aggre- 
gating some $5,000 millions. The technique adopted has 
been that of offering new loans or conversion issues at a 


37 

















THE CANADIAN CHARTERED ACCOUNTANT 


price slightly higher than current market rates, knowing 
full well that if the issue was not taken up by the public 
an oversubscription could be assured by the applications 
received from public departments holding the aforemen- 
tioned funds. Immediately it was announced that an over- 
subscription had taken place, existing securities moved up 
in sympathy and the public departments gradually unloaded 
their holdings, often at a profit. The gradual reduction in 
interest rates, coupled with the funding of short term debt, 
has undoubtedly tended to increase the power of the Bank, 
and it may be stated that the Bank has been able to in- 
fluence directly and materially both the short term bill 
market and the long term security market. There are people 
who contend that the existence of the extra budgetary 
funds transfers the power of control from the Bank to the 
Treasury. Whether that is the true position or not cannot 
be stated, but the fact remains that the power of the Bank 
exercised on its own initiative, or by the instruction of 
higher authority, has been considerably enlarged. 


Analysis of Bank’s Return 
The present return of the Bank of England is given 
below. The amounts have been converted into dollars at 
the rate of five dollars per pound sterling. 
BANK OF ENGLAND RETURN 19TH OCTOBER 1938 
In dollars at 5 to the £ 
ISSUE DEPARTMENT 


Notes Issued: Government debt ...$ 55,075,500 

In circulation ....$2,431,955,155 Other government se- 
In banking depart- CREMEED OSs aSCsaes 943,986,785 
DE axiiccusosy 200,116,210 Other securities .... 883,380 
Silver coin ........ 54,335 









Fiduciary issue .... 1,000,000,000 
Gold coin and bullion 1,632,071,365 


$2,632,071,365 $2,632,071,365 


BANKING DEPARTMENT 


NE nos as Sees ben $ 72,765,000 Government securities $524,655,820 
RE oh acess awe 15,601,990 Discounts and advan- 

Public deposits ...... 168,814,775 WO beck cennoew ds 40,001,175 
Bankers’ deposits .... 454,639,705 Other securities ..... 119,659,040 
Other deposits ...... 179,311,755 Notes in reserve .... 200,116,210 


, Gold and silver coin .. 6,700,980 
$891,133,225 





$891,133,225 
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An examination of the liabilities side of the banking 
department shows capital of $72,765,000, rest some $15 
millions, public deposits, bankers’ deposits, and other de- 
posits. The capital is, of course, the ordinary stock of the 
stockholders, whilst the rest is an old-fashioned name for 
an ordinary reserve fund. Any excess over $15 millions in 
the rest represents the undivided profit balance. The public 
deposits are not the deposits of the public, but represent 
government balances at the Bank. These deposits vary 
according to the requirements of Treasury operations, and 
it will be found that at certain periods, March for example, 
the amount will grow as a result of tax collections and in 
preparation for dividend disbursements on the Ist April. 
The bankers’ deposits, as stated above, are the deposits 
maintained by the joint stock banks, and the level of these 
deposits is of particular importance to the money market. 
In the return of the 6th April, bankers’ deposits rose to 
$560 millions, an increase of over 20 millions on the previous 
week; on the 13th April, however, they had fallen back to 
$520 millions. During this same period public deposits, $89 
millions on the 31st March, fell to $64 millions on the 6th 
April and rose to $88 millions on the 13th. Other deposits 
are the deposits of the Bank’s private customers, not being 
bankers, and the volume of these deposits is fairly constant 
in the region of $180 millions. 

Turning to the assets side of the weekly return the first 
item is that of government securities and is representative 
of the Bank’s holding of various government securities other 
than treasury bills bought from the market. At the end 
of the year the Treasury often borrows considerable sums 
from the Bank which causes a marked increase in the Bank’s 
holding of government securities. These securities on the 
27th November 1937 stood at $381 millions rising to $573 
millions on the 29th December; simultaneously bankers’ 
deposits rose from $418 millions to $603 millions, whilst 
public deposits fell from $177 millions to $57 millions. At 
the same time the note circulation was increasing rapidly, 
consequently the reserve of notes was falling. A temporary 
increase in the fiduciary issue and the increase in the Bank’s 
holding of government securities offset the increased note 
circulation, and prevented an undue fall in the reserve of 
notes and maintained the volume of bankers’ deposits. 
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The second asset item is that of other securities divided 
into “Discounts and advances” and “Securities.” The dis- 
counts and advances represent the purchase of bills from 
the market and advances made to the market. Until re- 
cently it was usual to see a marked increase in the discount 
figures at the end of June and December when the bill 
brokers are generally compelled to seek the assistance of 
the Bank. In December 1936 the discounts were almost 
trebled, whereas at December 1937 the increase was below 
$10 millions, and there was no borrowing from the Bank. 
Other securities are the general securities normally held 
by the Bank, excluding of course “governments.” 

The remaining items comprise the notes in reserve and 
the small amount of gold and silver coin, and are generally 
referred to as the “Reserve.” The reserve ratio is arrived 
at by calculating the percentage ratio of the gold stock to 
the total of notes in circulation plus public, banker and 
other deposits, and in the return of the 19th October 1938 
figured as 50.7 per cent. The proportion is the percentage 
ratio which the notes and gold in the banking department 
bear to the total deposits and was given as 25.7 per cent. 
on the 19th October. 


Effect of French Gold Repatriation 


Before leaving the question of the Bank’s return a few 
words regarding the repatriation of French deposits which 
took place in May are not out of place. As readers are 
probably aware a large volume of French funds was with- 
drawn from London, and this withdrawal was in part re- 
flected in the Bank’s return. The weekly return for the 
12th May showed an increase in public deposits of $130 
millions, a decrease in the note circulation of $40 millions, 
a decrease in bankers’ deposits of $150 millions, and a de- 
crease in government securities in the banking department 
of $60 millions. The decrease in bankers’ deposits reflects 
the withdrawal of the French balances, as does also the 
reduction in the note circulation, the total of the two items 
being $190 millions. As the balances were presumably 
withdrawn in gold, the gold in question would be taken from 
the Exchange Equalization Account, which would receive 
sterling balances in exchange. The Exchange Account 
would therefore increase its deposit at the Bank, and it is 
fairly safe to assume that the increase was the sum of 
$190 millions. As, however, the public deposits only in- 
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creased by $130 millions, the balance of $60 millions was 
evidently used in paying off government securities, e.g. 
treasury bills, held in the banking department, and such 
would appear to be the case from the actual figures in the 
weekly return. 

Influence of Czechoslovakian Crisis 


The effect on the Bank return of the crisis of September 
of this year will probably prove of particular interest. The 
most outstanding feature was the abnormal increase in the 
note circulation of $108.5 millions shown in the return 
dated 28th September 1938. The increase was the largest 
recorded for any single week since the note issues were 
amalgamated in 1928. Unless special measures had been 
taken to deal with the situation a most undesirable and 
large contraction in the joint stock banks’ balances held at 
the Bank would have taken place. To prevent the diminu- 
tion of bank cash the authorities undertook the special 
purchase of bills and securities. The Bank’s holding of gov- 
ernment securities rose by $76 millions, whilst the Exchange 
Account reinvested in treasury bills the proceeds of its 
sales of gold. As a result of the action of the authorities 
the fall in bankers’ deposits was limited to $5 millions. Now 
that the crisis has passed away the note circulation has 
become more normal and the Bank’s holding of government 
securities has been reduced to counteract the effect on 
bankers’ deposits of the smaller note circulation. 

The Bank is a private bank and no government repre- 
sentative is to be found amongst the directors or governors. 
Nevertheless there is necessarily close and intimate contact 
and co-operation between the Bank and the Treasury. The 
Bank acts as the government banker, issues government 
loans, acts as financial adviser to the Treasury and manages 
the national debt. The supervision of the weekly issue of 
Treasury bills on behalf of the government is also one of 
the functions of the Bank. Before the establishment of 
the Exchange Equalization Account the gold reserve of 
the country was held by the Bank and, though the Exchange 
Account now holds a considerable amount of bullion, the 
Bank is still for all practical purposes the custodian of 
Britain’s gold. 

The power possessed by the Bank is both wide and im- 
portant, but it is felt that the power is used wisely, both 
nationally and internationally. 
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NEW LEGISLATION RESPECTING TAXATION 
DOMINION AND PROVINCIAL 


Editor’s Note: The information published under this heading in- 
dicates only in general terms the nature of recent legislation of the 
Provincial Governments respecting Taxation. For the Tect of the legis- 
lation, readers should refer to the respective Acts. As the Dominion 
Income Tax Act, for the sake of convenience, has been having frequent 
office consolidations, it has been decided to publish in this column, for 
reference purposes, the amendments in full each year. A copy of a 
Dominion Statute can be obtained from the King’s Printer, Ottawa, 
and of a Provincial Statute from the King’s Printer of the Province 
concerned. 

To provide information to chartered accountants who are called 
upon by their clients to prepare taxation returns in other provinces, 
the Dominion Association of Chartered Accountants some time ago 
sent to the reference library of each provincial Institute a complete 
set of tax legislation passed by the various provincial legislatures, 
and is keeping this information up to date by sending copies of amend- 
ments to such legislation as soon as these amendments are available 
for distribution. 


(Continued from September 1938 issue) 


When publishing in the issues of last July and August 
information on amendments of Dominion and Provincial 
Tax Acts, it was not possible to include any reference to 
the tax acts of British Columbia because the 1938 session 
of the legislature of that Province was not held until the 
late Fall. 

The Income Tax Act of British Columbia has now been 
amended (8th December 1938) the main provisions of the 
amendments being as follows: 

In Section 2 of the Act, after the definition of “‘divi- 
dends,” the following definition has been added: 

“Earned” includes derived, received or accrued. 

The following provisions appear under Section 22A:— 


“22A. (1.) Where a corporation to which this section applies has 
an accumulation of undivided or undistributed gains and profits which, 
in the opinion of the Minister, is in excess of what is reasonably 
required for the conduct of its business, the Minister may, by notice 
in writing, so inform the corporation, stating the amount by which 
he considers the said accumulation exceeds such reasonable require- 
ments; and if, after the expiration of thirty days from the date of 
the notice, the amount of the excess stated therein has not been 
distributed in the form of dividends to the shareholders of the corp- 
oration the Minister may direct that the corporation be assessed and 
taxed on the accumulation of undivided or undistributed gains and 
profits at the rate of fifteen per centum on the amount of the excess 
stated in the notice, and the corporation shall be assessed and taxed 
accordingly; and the Commissioner shall give a notice of the assess- 
ment to the corporation assessed, fixing a date on which the tax shall 
be payable. 

“(2.) Any portion of the undivided or undistributed gains and 
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profits of a corporation, to which this section applies, distributed to a 
person who is not resident in the Province in respect of shares acquired 
by the said person after the first day of December, 1938, and who, being 
an individual, is a relative or nominee of the former shareholder who 
owned the shares on the first day of December, 1938, or who, being a 
corporation, is by any means controlled by the said former shareholder 
or is by any means controlled by the same persons or any of them who 
controlled the said former shareholder, shall, for all purposes of this 
section, be deemed not to have been distributed. 

“(3.) The amount of any undivided or undistributed gains and 
profits of a corporation in respect of which a tax has been assessed and 
paid pursuant to this section shall, when subsequently distributed, be 
deemed not to form a part of the total income of any person entitled 
thereto for the purposes of the preceding section of this Act. 

“(4.) This section shall apply to every corporation in which the 
majority of the voting-power or shares is in the hands of not more 
than five persons and relatives or nominees of any of those persons, 
or where control of the corporation is by any other means whatever in 
their hands. 

“For the purpose of this section:— 

“The expression ‘relative’ means a husband or wife, ancestor or 
lineal descendant, brother or sister: 

“The expression ‘nominee’ means a person who may be required 
to exercise his voting-power on the directions of, or holds 
shares directly or indirectly on behalf of, another person: 

“Persons in partnership and persons interested in the estate of 
a deceased person or in property held on a trust, and persons 
holding property jointly or in common, shall, respectively, be 
deemed to be a single person.” 


Section 32 has been amended by inserting after the 
word “companies,” where it first occurs in the second line 
of subsection (1) the words “other than life insurance com- 
panies, all.” 

The following provisions appear under Section 32A: 


“382A. (1.) Every corporation carrying on the business of life 
insurance in the Province shall, in lieu of all tax otherwise imposed 
by this Act, be assessed and taxed annually under this section at the 
rate of two and three-quarters of one per centum on the gross amount 
of premiums, excluding considerations for annuities, received from 
policyholders resident in the Province, less premiums returned and the 
cash value of dividends paid or credited to policyholders; provided, 
however, that in the case of amounts paid by it for reinsurance to 
another corporation the principal corporation only shall be assessed 
and taxed thereon; and the tax shall be paid by the corporation to the 
Commissioner not later than one month after the last day of the 
month in which the notice of assessment is given, and if not paid 
within the time so limited the corporation shall pay interest on the 
amount of the tax in default at the rate of eight per centum per 
annum from the expiration of that time to the date of payment. 

“(2.) Every corporation to which this section applies shall an- 
nually, without any notice or demand, make and file with the Commis- 
sioner on or before the last day of March in each year a return in 
the form and containing the information prescribed by the Commis- 
sioner. The provisions of subsection (2) of section 9 and sections 10 
and 14 to 20 shall, mutatis mutandis, apply in respect of the assessment 
and taxation of corporations to which this section applies.” 
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INCOME WAR TAX ACT DECISIONS 
1. The Bessie L. Shaw Case 


The following summary of the judgment rendered 23rd 
November 1938 in the case of Bessie L. Shaw v. The Minister 
of National Revenue is taken from the Reports of the Ex- 
chequer Court of Canada. The appeal was heard before 
the Honourable Mr. Justice Maclean, President of the Court. 


The Sun Life Assurance Company of Canada issued a 
policy of insurance upon the life of appellant’s husband, 
the late G. B. Shaw of Toronto, the appellant Bessie L. 
Shaw being named the owner and beneficiary therein. The 
policy was described as “Guaranteed income life—monthly 
instalments—annual dividend plan” and provided that on 
the death of the assured the company would pay to the 
beneficiary mentioned therein “the sum of seven hundred 
dollars and a like monthly instalment on the same day in 
each succeeding month until one hundred and twenty 
monthly instalments in all shall have been paid. ... The 
company further agrees that if the beneficiary . . . shall 
still survive after the payment in full of the one hundred 
and twenty monthly instalments . . . the company shall 
continue to pay to the said beneficiary the sum of seven 
hundred dollars monthly on the same day in each month 
... 80 long as she may survive thereafter; ... It is further 
agreed that when the first instalment under this policy 
becomes due, as above, the person or persons legally entitled 
to receive said first instalment shall have the option of com- 
muting all instalments into a single cash payment of 
seventy-one thousand four hundred dollars and the payment 
of this amount shall completely discharge the company from 
all liability in connection with this contract.” 


The appellant, upon the death of the assured, did not 
elect to accept the cash payment of $71,400, and the monthly 
instalments stipulated in the contract were paid to and 
received by her since that time. In the year 1934 she re- 
ceived the sum of $8,400 which was assessed for income 
tax. The assessment was affirmed by the Minister of Na- 
tional Revenue from whose decision appellant appealed. 


It was held that such monthly payments constituted 
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“income” and that the appellant is liable for tax thereon. 
It was further held that the contract in the policy was 
not like the annuity contracts mentioned in s. 5 (k) of 
the Income War Tax Act and that the appellant is not 
entitled to any exemption or reduction. 


2. The Walter E. H. Massey Case 


Judgment on this appeal was rendered by Mr. Justice 
Maclean of the Exchequer Court on 6th December 1938. 
As the point in issue was precisely the same as in the Sir 
Lyman Jones Estate case reviewed in the September 1935 
issue of THE CANADIAN CHARTERED ACCOUNTANT, only brief 
mention is made of it here. A premium paid on the re- 
demption in 1929 of the 7% preference shares of the Massey 
Harris Company Limited was held to be a dividend and 
therefore taxable in the hands of the recipient. In this 
appeal it was argued the premium was not a dividend as 
the company had no undistributed income on hand at the 
time. Section 17 of the Act then in force deemed a premium 
to be a dividend only if the company had undistributed in- 
come on hand. The company’s income account for the year 
in question indicated a net profit after all charges of nearly 
$3,000,000. It was said, however, that surplus account of 
nearly $6,000,000 was all used for working capital and that 
actually there was no cash on hand on 30th April 1929 when 
the redemption took place, the necessary money having 
been borrowed to effect the redemption. It was held that 
the amount standing to the credit of surplus account was 
undistributed profits or income on hand and in fact, it was 
said, the company itself had so treated it. Part of surplus 
account was earned prior to the coming into force of the 
Income War Tax Act in 1917 but while for a period divi- 
dends out of such part would have been exempt the amend- 
ment of 1920 removed the exemption. 


3. The Pioneer Laundry Case 


Appeal from Exchequer Court Judgment Dismissed 

The Supreme Court of Canada, by a majority judgment 
(the Chief Justice and Mr. Justice Davis dissenting) issued 
on 12th December 1938, dismissed the appeal of Pioneer 
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Laundry and Dry Cleaners Limited from the decision of 
Mr. Justice Angers of the Exchequer Court whose judgment 
was reviewed in the January 1938 issue of THE CANADIAN 
CHARTERED AccouNTANT. The three judges who comprised 
the majority of the court held the view that in denying the 
company a right to any allowance for depreciation on most 
of its assets the Minister had exercised a discretion bestowed 
upon him by the Act and there was no ground upon which 
the court could interfere with such determination. To them, 
it seemed plain that it was the intention of Parliament that 
there should be no depreciation allowance unless the Min- 
ister in his sole discretion decided that there should be. 
Notwithstanding their agreement in result the three judges 
differed from Mr. Justice Angers who held that the right 
to an allowance was conferred by the Act and that only 
the amount was in the discretion of the Minister. The 
minority dissenting judgment disagreed with Mr. Justice 
Angers that the Minister could look behind the legal entities 
involved and refuse an allowance on the basis that the suc- 
cessor corporation had the same shareholders as the prior 
corporation whose assets had been “depreciated out.” The 
new legal entity was not to be prejudiced by the fact that 


it had acquired the assets at prices higher than the values 
put upon them by the prior company. The discretion vested 
in the Minister should have been exercised on proper legal 
principles. 


4. The Peter Birtwistle Trust Case 


Appeal from Exchequer Court Judgment Allowed 

A reference to the judgment of the Exchequer Court of 
Canada in the above case was published at pages 125-127 
of the February (1938) issue and at page 492 of the June 
(1938) issue of THE CANADIAN CHARTERED ACCOUNTANT. That 
court ruled that the income accumulating in trust for the 
benefit of unascertained persons was not the income of a 
charitable institution within the meaning of section 4(e) 
of the Act. 

As this month’s issue was going to press, word reached 
us that on 19th December 1938 the Supreme Court of Can- 
ada allowed the appeal against that judgment of the Ex- 
chequer Court. According to this judgment of the Supreme 
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Court, “Under the trust that is before us the income is not 
being accumulated for persons presently unascertainable 
or for persons with merely contingent interests within the 
meaning of Section 11(2). It is being accumulated for a 
purpose—and the purpose is to make provision for the 
benefit of the aged and deserving poor of the town of Colne. 
It is not suggested that the accumulating income is taxable 
except under Section 11(2) and as that section does not 
apply, the income of the fund in the hands of the trust 
company was never taxable under the statute.” 


THE INCOME WAR TAX ACT 
Amended Regulations Respecting Metalliferous Mines 


On pages 338 and 339 of the April 1937 issue of THE 
CANADIAN CHARTERED ACCOUNTANT were published certain 
regulations of the Department of National Revenue, dated 
22nd February 1937, respecting metalliferous mines coming 
into production within the meaning of section 89 of the 
Income War Tax Act. Under date of 6th December 1938 
these regulations were revised by the Department and the 
regulations given below are now in force. 

In explanation of the revision, the Department states :— 
“To facilitate appreciation of the amendments affected, 
Regulation 5 is revised providing for the writing off of pre- 
production development expenses on a basis of 20 per cent. 
thereof per annum, instead of on a tonnage basis as origin- 
ally stipulated. This revision was found necessary on ac- 
count of the difficulty met in determining the tonnage de- 
veloped at the commencement of milling or shipping opera- 
tions. Regulation 6 is altered to conform with Regulation 
5, providing for the writing off of capital expenditure on 
shafts after commencement of milling or shipping opera- 
tions at 20 per cent. per annum instead of on a tonnage 
basis.” 


Metalliferous Mines Coming into Production 


Recuuations re Metalliferous Mines coming into production 
within the meaning of Section 89 of the Income War Tax 
Act: 


1. For the purpose of Section 89 of the Act, a Metalli- 
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ferous mine shall be deemed to have come into production 
of ore in reasonable commercial quantities six months after 
the date when the company starts the shipment of ore or 
when milling operations actually start with a commercial 
milling unit, 

The said six months’ period is allowed as a period for 
the purpose of tuning up, adjustments and absorption. 

2. At the end of the said six months’ Adjustment Period 
the company shall be required to close its books, for the 
purpose of commencing a new fiscal period. Fiscal periods 
thereafter shall be each of twelve months’ duration. 

3. If the day following the end of such six months’ period 
falls on a date after the first day of May, nineteen hundred 
and thirty-six, and prior to the first day of January nineteen 
hundred and forty, then the company shall be exempt for 
a period of thirty-six months from such date. 

4. The Manager, President or Secretary of the company 
shall be required to certify when the company started the 
shipment of ore or when milling operations actually started 
with a commercial milling unit. 

The Minister of National Revenue may request the 
Minister of Mines and Resources to appoint an appropriate 
officer to verify such certification. 

5. Commencing with the start of the six months’ adjust- 
ment period all expenses incurred prior thereto in the de- 
velopment of the mine (buildings, machinery, and cost of 
acquiring property excepted), shall be allowed as a deduc- 
tion and shall be written off on the basis of 20 per cent. of 
such expenditures per annum. 

6. Cost of shafts which are sunk after the commence- 
ment of milling operations, or ore shipments, shall be writ- 
ten off at the rate of 20 per cent. of such cost per annum. 

7. Other development expenses incurred on the property 
during the period of tax exemption shall be charged to 
operating costs during the said period of tax exemption; 
provided, however, that where the Department of National 
Revenue is satisfied that the amount of development done is 
greater than that which would be normally required, a por- 
tion of such development expenses may be capitalized and 
written off, on a basis agreed upon by the Department of 
National Revenue and the company. 
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8. The rate of depreciation established by the company 
and concurred in by the Department of National Revenue 
in respect of depreciable assets during the period of tax 
exemption shall continue to be the basis of depreciation 
after the said period. 

9. Notwithstanding the foregoing, the Minister of Na- 
tional Revenue, in conjunction with the Minister of Mines 
and Resources, may determine when a mine first comes into 
production of ore in reasonable commercial quantities, as 
to what mines, new or old, come within the exemption 
provided for in the said Section 89, when an excess of devel- 
opment has taken place, and all other matters of a mining 
character. 

10. Separate accounting records must be maintained in 
respect of any mining property for which exemption here- 
under is sought. 

Dated at Ottawa, this 6th day of December, A.D. 1938. 


J. L. ILSLEY, 
Minister of National Revenue. 


C. F. E..iort, 
Commissioner of Income Tax. 


FURTHER COMMENTS ON THE AUDITOR’S REPORT 
TO THE SHAREHOLDERS 


N the December issue of THE CANADIAN CHARTERED AC- 

COUNTANT there appeared a summary of the round table 
discussion at the annual meeting of The Dominion Asso- 
ciation of Chartered Accountants in August 1938 on the 
subject of the auditor’s report to the shareholders. As 
the subject is one in which the accounting profession is 
interested at all times, the following comments bearing on 
restricted audit reports are reproduced from the issues of 
22nd October and 19th November 1938 of The Accountant 
(London). 

(22nd October) 
Restricted Audit Report 
A query has been addressed to us in the following terms:— 


“The auditor of a large number of small companies has made 
it a practice always to give the following certificate:—‘In accord- 
ance with your instructions to carry out a restricted audit, we 
have examined the above balance sheet with the books of the 
company and have obtained the information and explanations re- 
quired in connection with such audit. According to the best of 
our information and the explanations given to us and as shown 
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by the books of the company, in our opinion the said balance 
sheet is properly drawn up so as to exhibit a true and correct 
view of the state of the company’s affairs so far as we are required 
to ascertain from the said audit.’ 

He gives this certificate properly to limit his responsibility 
in accordance with the reduction or absence of audit which the 
directors or the shareholders may instruct him in general terms 
only to give them. Does it attain its purpose?” 

Generally speaking, the scope of an audit is determined by the 
terms of the contract between the auditor and the parties who ap- 
point him. In the case of a company the contracting parties on one 
side are the shareholders (not directors) and the terms of the con- 
tract are implied (in England) by Section 134, Companies Act, 1929, 
that is to say the auditor is to report whether the balance sheet does 
in fact “exhibit a true and correct view of the state of the company’s 
affairs.” So far as we are aware, there is only one precedent, which 
quite clearly relieves an auditor, if he does not take every reasonable 
step prior to the signing of such a report; we refer to the decision 
in Pendleburys, Ltd. vy. Ellis Green & Co.. In that case Mr. Justice 
Swift said “there is all the world of difference between a company 
which has a large body of shareholders numbering, say, six or seven 
hundred, and a company which has only three shareholders, all of 
whom happen to be the sole directors and the sole debenture holders. 
The position of an auditor must be different when his duty is to 
vouch the information which he gives to a large body of shareholders, 
as against his position when he is criticising the affairs of the company 
to the three who alone are interested in the company and who hold its 
every pecuniary interest.” It seems to us, however, that if there is 
even only one outside shareholder and if there is no specific contract 
with him to limit the scope of the audit, the auditor who reports in 
the terms quoted above takes the risk that the restriction of the scope 
of his audit may result in damage, for which he would be pecuniarily 
liable, in our view, to the shareholders to whom his statutory duty is 
owed. 

(19th November) 
Restricted Audit Report 

A correspondent who has read our “Practical Point’ under the 
above-mentioned heading on p. 558 of our issue of 22nd October has 
addressed to us a letter which we reproduce below in full. 

With reference to your comments in the issue of 22nd October 
1938 under this heading, may I take the matter a step further, as 
the case is of considerable interest. 

Your remarks may academically be correct, but do not appear 
to help from a practical point of view. 

You state that the contracting parties are the shareholders and 
not the directors. It is, however, common practice for the general 
meeting to appoint auditors and leave it to the directors to fix their 
remuneration. In any case the directors are appointed by the share- 
holders and have full legal powers to represent them, and to make 
legal contracts on their behalf. 

In practice what follows the election of the auditors is often 
a negotiation with the directors as to the amount of the fee, and 
it is not unusual for the auditors to be told that the maximum 
amount which the company can afford to pay is so much. No 
auditor, especially if in a small way, can afford to turn work down 
and he must, therefore, so arrange his programme that his work 
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will be reasonably remunerated, i.e. he may have to cut out a lot, 
or all, of the detail work, which must in turn mean that he cannot 
give the usual clean certificate. 

What then can he do but tell the shareholders that he has only 
been able to carry out a restricted or test audit, which is presumably 
all that they, or their directors for them, are prepared to pay for? 

No Act of Parliament can stipulate the terms of a contract 
which is to be made between shareholders and their auditors, and 
it is for the shareholders themselves to decide how much they will 
pay the piper and what sort of tune they will call upon him to play. 

Again, if the auditor, through being offered an inadequate fee, 
has been unable to fulfil what you refer to as the usual implied 
terms of such a contract, he is surely covered if he makes it clear 
in his certificate that he contracted to do, and has in fact done, 
less than a clean certificate implies. 

After all, the shareholders have the last word, and if at the 
annual general meeting they disapprove of their directors’ action 
in trying to save money by curtailing the audit, they can refuse 
to pass the accounts and re-instruct the auditor to carry out a 
sufficiently detailed audit to enable him to satisfy them with a 
clean certificate, voting at the same time, presumably, the necessary 
amount required as a fee. 

I should suggest that the addition of the words “subject to the 
above qualification” before “in our opinion,” &c. would be sufficient 
to ensure, and make clear to the shareholders, that the auditor’s 
responsibility is limited. 

I should like to see this matter more fully ventilated in your 
columns. 

While to some extent we sympathise with the practical difficulty 
which is voiced in this letter we think it desirable to say that there is 
no authority whatever for the general proposition that the scope of the 
auditor’s responsibility may be varied in accordance with the amount 
of his remuneration. The unfortunate truth is that statute has laid 
down, in effect, the terms of the contract between members and auditor 
by requiring in specific and detailed terms a report on points clearly 
described by the section. 

The remedy of an auditor whose remuneration does not com- 
mercially justify the work necessary for the efficient discharge of his 
full duty is a hard one. Either he must put up with the loss he has 
incurred or he must resign his appointment. In our opinion he can 
not at one and the same time purport to take up a duty under the 
Act and also claim to interpret in a way favourable to himself the 
duty which the Act enjoins. 

We are not now speaking of those numerous practical cases where 
the negligence or incompetence of the directors themselves prevents 
the auditor from obtaining the necessary satisfaction. In our opinion 
those cases are to be dealt with by drawing the attention of the direc- 
tors to the deficiencies of their own system and records and, further, 
by using discretion, according to circumstances, on the question whether 
the facts warrant a report to the members. The matter about which 
we are now consulted seems to us to be radically different and touches 
cases where the auditor is, in effect, asked to be a party to a derogation 
from the clear requirements and intentions of the Act. 

We think, in spite of the existence of hard cases, that those hard 
cases are likely to make bad law and, in our opinion, it will be a 
disastrous day for the profession if ever it lends official countenance 
(apart from statutory authority) to the cutting down of audits at 
the expressed or implied whim of the parties. 
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GENERAL NOTES 
Matters of Interest to Members 


Accounting Research Studies—In the published report of 
the proceedings of the last annual meeting of the Associa- 
tion, reference was made to the decision of the Association 
to co-operate with Queen’s University in a programme of 
research into accounting procedure and principles (see page 
31 of the Year Book of 1938-39). 

In order to facilitate consultation and collaboration with 
the University and to provide a channel of communication 
between the University and the Association, the Executive 
Committee has appointed a small standing committee of 
members of the Association, namely, W. E. Hodge (Presi- 
dent of the Association), K. W. Dalglish (Partner of 
Deloitte, Plender, Griffiths & Co., Montreal), D. M. McClel- 
land (Partner of Price, Waterhouse & Co., Toronto), Colonel 
A. E. Nash (Partner of Clarkson, Gordon, Dilworth & 
Nash, Toronto), Alfred B. Shepard (Partner of Thorne, 
Mulholland, Howson & McPherson, Toronto), and Austin H. 
Carr (Secretary-Treasurer of the Association). 


Our Contributors This Month 


Rosert WILLIAM GARDNER, who writes on “Marine Insur- 
ance and Average” in this issue, was born and educated 
in Scotland and was engaged in the steamship business 
there for twenty years. In 1911 he came to Canada, spent 
ten years in the law office of the late C. F. P. Conybeare, 
K.C., at Lethbridge, was admitted to the Institute of Char- 
tered Accountants of Alberta in 1921 and has practised his 
profession in Lethbridge since that time. Mr. Gardner has 
contributed to our columns on previous occasions. 

As the effect of fixed costs on profits is of major im- 
portance to company managements and as a discussion of 
the subject is of interest to accountants, we are glad to be 
able to publish in this issue ALFRED Stuart HALLAMORE’S 
article “The Effect of Fixed Costs on Profits.” Mr. Halla- 
more became a member of the Institute of Chartered Ac- 
countants of Ontario in 1932, and since 1935 has been the 
accountant of Dominion Woollens and Worsteds, Limited, 
Toronto. 
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Wiru1am FReperRICK Howpinc who expresses “Some 
Thoughts on Tax and Other Government Returns” was born 
in the United States and at the age of 15 came to Canada. 
He attended high school in Toronto and spent three further 
years in school in England. In 1917 he returned to the 
United States to join the Navy, and at the close of the war 
returned to Canada. He served on the staff of Price, Water- 
house & Company in Toronto and Mexico for seven years, 
became a member of the Institute of Chartered Account- 
ants of Ontario in 1924, was appointed comptroller of Gen- 
eral Steel Wares Limited in 1927, and is at present comp- 
troller and treasurer of that company. 

F. BrapsHAW Makin, who is an economist in London, has 
contributed to our pages on previous occasions. He is a 
Fellow of the Royal Economic Society and a Fellow of the 
Chartered Institute of Secretaries. 


Unclaimed Balances 


Do the unclaimed balances due to vendors form part of 
the trading profits of a firm? That is the interesting ques- 


tion in the case of the Inspector of Taxes v. Tattersall which 
came before the Court of Appeal in Great Britain recently 
and is reported in The Accountant (London). 

The respondents were a partnership carrying on the 
business of auctioneers, the profits of such business con- 
sisting mainly of commissions in respect of auction sales. It 
had been the practice of the firm to include in their condi- 
tions of sale the stipulation that no money should be paid 
without a written order. Owing to vendors sometimes neg- 
lecting to send such an order, large sums of money had 
from time to time been left in the firm’s hands. Prior to 
1921 the business was owned and carried on by Tattersall, 
but in that year he admitted a partner, and at the same time 
transferred the unclaimed balances before the year 1908 
to his capital account. In 1936 a third partner was ad- 
mitted, and the unclaimed balances up to 3lst December 
1928 were transferred to and divided between the current 
accounts of the two former partners. The partnership deed 
of 1936 provided that “‘any liability in respect of the said 
balances should be assumed by the partnership; that all 
such unclaimed balances since 3lst December 1928 as first 
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arose six years before the taking of each account should be 
transferred at such account to the credit of the partners in 
accordance with their shares in the partnership; and that 
the liability thereof should continue to be borne by the 
partnership, but should not appear in the annual general 
account.” It was stated in the evidence that the firm at all 
times considered itself liable in respect of unclaimed bal- 
ances and would pay them as and when a claim was made. 

The main argument put forward by the respondent was 
that the unclaimed balances were not at any time profits or 
trading receipts, but were at all times liabilities of the firm 
and that the statute of limitations did not apply. 

The King’s Bench Division held that by reason of the 
conditions of the partnership the balances arose in the 
course of the business and that the fact that a contingent 
liability attached to them did not prevent them, when dis- 
tributed to the partners, from constituting trading receipts. 
The Court of Appeal, however, allowed the respondents’ ap- 
peal with costs, and held that the sums in question when 
received were not trading receipts and that the acts of the 
partners in deciding to disregard the liability attaching to 
the sums could not make them trading receipts. 


New Zealand Society of Accountants 


We have recently received a copy of the 1937-38 Year 
Book of the New Zealand Society of Accountants containing 
the report of Council for the year 1937, a summary of the 
proceedings of the annual general meeting at Dunedin in 
March last and a list of the Council and members. The 
Society was established in 1909 and, according to a report 
dated 31st July 1938, has a membership of 2,784. The 
Accountants’ Journal, the official organ of the Society, is 
published monthly. 


Have You A Spare Copy? 

One of our members asks for a copy of the January 
1933 issue of THE CANADIAN CHARTERED ACCOUNTANT to com- 
plete his file. Will anyone having a spare copy kindly 
communicate with the Editor, 10 Adelaide Street East, 
Toronto? 
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LEGAL DECISIONS 


[Epiror’s Notre: The following are brief summaries of recent de- 
cisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. 
In each case reference is made to the volume of the Reports where the 
full judgment may be found. It should be kept in mind that the de- 
cisions given may not in every case be final.] 


Companies — Sale of shares — False statements in pros- 
pectus of power company—Rescission 


(Piggott & Piggott Construction Co. v. Nesbitt, Thomson & Co.) 
Ontario Court of Appeal 


The purchases of shares in a power company, induced 
by false statements in the company’s prospectus as to its 
capacity for horse power development and the net earnings 
reflected thereby, and that the power will be taken in speci- 
fied annual instalments until the entire capacity is absorbed, 
held to have been obtained by fraud which will warrant 
decreeing rescission of the contract, and it is no defence 
in such case that the statements were made in the honest 
belief of their truth. 


Limitations for rescission of contract for fraud do not 
begin to run until the existence of the cause of action has 
become known to the plaintiff, or in case of concealed fraud. 
—[1938] 4 D.L.R. 593. 


Companies—Secret profits—Accounting 
(Proprietary Mines Ltd. v. MacKay) 
Ontario Supreme Court 


A promoter of a company, though not a director, who 
nominates directors who perform under his influence and 
control, and who also acts as general manager, stands in 
fiduciary relationship to the company and is bound to make 
full disclosure of all material facts concerning his personal 
interest in company dealings and transactions. His obtain- 
ing shares as secret profits in the sale of certain mining 
claims to the company, or his disposition of shares illegally 
against the best interest of the company, although under 
circumstances not amounting to fraud, nevertheless consti- 
tutes a breach of trust and ground for rescission; where 
rescission cannot be decreed because restitutio in integrum 
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is impossible, the Court will require him to account for 
the value of the shares and the profits realized thereon. His 
claim that he should be restored to the status of share- 
holder as to certain shares which he surrendered to the 
company allegedly under threats of criminal prosecution by 
the Commissioner of Securities, being obtained by duress, 
was dismissed by the Court.—[1938] 3 D.L.R. 631. 


Income tax—Payment on cessation of office—Taxibility as 
income—Evidence 


(Fullerton v. Minister of National Revenue) 
Exchequer Court of Canada 


Payment made to the Chairman of the Trustees of the 
C.N.R. upon the statutory abolition of the office before com- 
pletion of his full tenure held on the evidence to be a per- 
sonal one made on account of cessation of the office and 
not for past services rendered while in office and hence not 
subject to income tax, regardless of the fact that the pay- 
ment was designated by the parties concerned as “a remun- 
erative payment subject to income tax” and accepted as 
such. The substance and not the form of the payment 
must be looked at in order to ascertain its real character 
before applying the law. 

The taxing authorities cannot construe as income that 
which is erroneously described as such even by the parties 
concerned, if in fact it is not income under the terms of the 
taxing Act. The words “subject to income tax” in a resolu- 
tion of Directors authorizing a payment and in the voucher 
therefor cannot be construed as giving a quality to the 
payment which in point of fact cannot be attributed to it. 

Where the only question in issue is as to the true nature 
of a payment that has been made, in order to determine 
whether same was received as income or not, documentary 
evidence anterior in point of date to payment and voucher 
therefor is admissible.—[1938] 4 D.L.R. 516. 


(Note: A report of this judgment was published in the December 
1938 issue of THz CANADIAN CHARTERED ACCOUNTANT.) 
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Sales tax—Limitation of actions—Claims for refund 
(Dominion Distillery Products Co. v. The King) 
Supreme Court of Canada 


Excise duties and sales taxes paid on liquors not sub- 
ject thereto because purchased for export, in order to re- 
lease them from the custody of the Crown as “duty paid,” 
held neither paid by compulsion nor under protest. A 
claim for the refund of such taxes must be made within 
two years when paid, otherwise the claim is barred under 
the provisions of the Special War Revenue Act. Treated 
as an action for moneys had and received it is also barred 
at the end of six years under the provisions of the Ex- 
chequer Court Act and the Ontario Limitations Act. The 
claim for refund, though founded on statute, is not a 
specialty debt to which the prescriptive period of 20 years 
will apply.— [1938] 4 D.L.R. 289. 


Service charge—Expenses incurred on loan—Right of 
appeal 


(Discount & Loan Corporation v. Superintendent of Insurance) 


Exchequer Court of Canada 


A service fee of $10 paid by a loan company to an 
affiliate credit company, for investigation and preparation 
of documents in connection with chattel mortgage loans, 
is chargeable to the loan as “legal and other actual ex- 
penses incurred” permitted by the Loan Companies Act, 
which is beyond the power of the Superintendent of In- 
surance to forbid or restrict when issuing the licence to 
the loan company. 

An authorized act by the Superintendent of Insurance 
in his regulation and licensing of loan companies under 
the Loan Companies Act is appealable to the Exchequer 
Court by the party affected thereby.—[1938] 4 D.L.R. 225. 


Taxes—Refund when not legally due—Voluntary payment 
(Walkerville Brewery Lid. v. The King) 
Supreme Court of Canada 
Upon suit to recover taxes remitted to the Crown pur- 
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suant to a settlement agreement but on condition that 
they were to be refunded if a case then pending as to the 
liability for them is determined favourable to the taxpayer, 
held, that no such condition at the time of the settlement 
had been established by the evidence and the taxes having 
been voluntarily paid no refund could be claimed; the pay- 
ment was voluntary though obtained under threats to re- 
voke plaintiff’s business licence. Furthermore, the Minister 
of National Revenue is without power, except when auth- 
orized by statute, to bind the Crown by agreement of refund 
after the moneys paid have become part of the Consolidated 
Revenue Fund of Canada.—[1938] 3 D.L.R. 525. 


PROVINCIAL NEWS 
ALBERTA 


Mr. G. P. Ponton having tendered his resignation as 
President of the Institute, the Council on the 12th day of 
November accepted his resignation with regret and elected 
Mr. Charles M. Lang of Edmonton to be President for the 
remainder of the Institute year 1938-39. 

A special meeting of the Institute of Chartered Ac- 
countants of Alberta was held on the 25th November at 
the Renfrew Club, Calgary, for the purpose of presenting 
John H. Williams, F.C.A., the retiring Secretary, with a 
scroll of appreciation and a purse containing a substantial 
tangible gift. The presentation was made by Eric Richard- 
son, F.C.A., on behalf of the members, and letters were read 
by H. E. Howard, C.A., from members of the Institute 
resident in Canada, the United States and England, express- 
ing their appreciation of the services of Mr. Williams. At- 
tached to the scroll were the signatures of one hundred and 
sixteen members of the Institute. 

The council of the Institute has appointed Colin Percy 
Mackintosh, C.A., as Secretary-Treasurer. Mr. Mackintosh 
became a member of the Institute in 1923 and is practising 
his profession at 207 Insurance Exchange Building, Calgary. 

At the November meeting of the Calgary Chartered 
Accountants’ Club the question of the advisability of a 
change in the auditors’ statutory report was considered. 
After much discussion the conclusion arrived at by the 
members was found to be in complete agreement with the 
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conclusions reached at the Dominion Convention when the 
same matter was discussed. 

At the December meeting T. L. Wright, C.A., Assistant- 
Secretary of the Calgary Stock Exchange, read a paper on 
stock exchange and brokers’ operations. A general dis- 
cussion followed the reading of the paper, with Ewart 
Collins and B. I. Jennett taking prominent parts. 


BRITISH COLUMBIA 


The topic discussed at the November dinner and dis- 
cussion meeting of the British Columbia Institute was 
“Municipal Taxation and Finance.” Mr. J. D. Small pre- 
sided and the discussion was led by Messrs. W. Wardhaugh, 
W. Griffiths, M. J. Crehan and C. J. Ferber. 

Mr. Wardhaugh, who is head of the internal audit staff 
of the City of Vancouver, dealt with the topic in its refer- 
ence to that city. He outlined the problems of civic finance 
for the past five years, mentioning the variation in policy 
adopted to meet changing circumstances. Such policies 
ranged, in their general tendencies, from that of “cut ex- 
penditure to the bone” to “spend your way to prosperity.” 
In addition to quoting figures and opinions from the re- 
ports of special investigators into the city’s finances and 
taxation methods, certain aspects of the city’s financial 
position were given from the brief presented by the city 
to the Commission now studying Dominion-Provincial rela- 
tions. 

The other speakers dealt with the subject as it applied 
to the city and district municipalities governed by the 
British Columbia Municipal Act; and in some cases made 
reference to the tax situation in municipalities of other 
provinces. Among others the following points were raised 
bearing on the financial conditions in British Columbia 
municipalities : 

1. Inequitable assessment between properties in the 
same municipality ; also the lack of uniformity of valuation 
among municipalities. In some other Canadian provinces, 
it was pointed out, provincial assessment commissions 
worked towards uniformity in assessment basis in all muni- 
cipalities within the province. 

2. The practice of allowing arrears of taxes to accumu- 
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late for three years, and thereafter exposing the property 
to tax sale. The suggested alternative therefor was to 
distrain for taxes by the end of the year in which the 
taxes were levied. 

3. Inadequate control of capital expenditures and the 
term for which bonds were issued. Where the sinking fund 
plan of repayment of bonds is in effect, there has developed 
the practice in some municipalities of omitting part of their 
sinking fund instalments in order to balance their budgets 
on a predetermined mill rate. Such a practice is contrary 
to the provisions of the Municipal Act. It was suggested 
that a central board be established with powers of control 
over such expenditures, the method of financing them and 
the administration of all municipal sinking funds. 

4. School curricula are laid down by the Provincial De- 
partment of Education, but provincial grants to municipali- 
ties for education are inadequate to meet the conditions 
so imposed. It was also noted that grants for social ser- 
vices, particularly unemployment relief, were inadequate, 
thus throwing too heavy a burden on civic finances. 

5. Greater efficiency would result, at less cost to the 
municipalities, if all municipalities were policed by the 
British Columbia Provincial Police as is done in a few of the 
municipalities at present. 

6. Some consideration was given to the relative merits 
and shortcomings of taxation on the rental value of prop- 
erty as compared with the existing practice of using the 
basis of capital values. In connection therewith, one speaker 
pointed out that in the British Isles, where the basis is 
generally the rental value, much larger grants are made to 
the municipalities by the central government than is now 
the practice in Canada. 

7. The absence of town planning, particularly in periods 
when towns were experiencing their most rapid growth, 
was responsible for a considerable share of the financial 
troubles with which some of our municipalities now have 


to cope. 


QUEBEC 


The following are the successful candidates in the recent 
Final Examinations held at McGill University and L’Ecole 
des Hautes Etudes Commerciales de Montreal: 


61 














THE CANADIAN CHARTERED ACCOUNTANT 


McGill: J. B. Atkinson, W. Baldwin, G. Bisson, F. P. 
Blackmore, W. G. Botting, C. H. Bray, C. F. Brown, T. 
P. Brown, H. Dainow, J. K. Davey, G. A. Donald, S. Druker, 
T. M. Fysche, R. H. Gregson, P. Grotsky, J. R. Hopper, 
W. D. Howitt, E. D. Lafferty, F. L. Lauer, C. A. Legendre, 
R. D. Linton, C. V. Mayne, J. S. R. Payne, L. H. Paul, H. B. 
Savage and H. R. Stoker. 

Winners of War Memorial Prizes (donated by the Society) : 
H. Dainow, First Prize; G. A. Donald, Second Prize. 

L’Ecole: Cyrille Belanger, Henri L. Belanger, Henri 
Caron, Aurele Choquette, Rene Dube, Lionel Gascon, Paul 
Gauvin, Andre Gervais and Roland Nobert. 

Winner of War Memorial Prize: Andre Gervais. 

The mid-year dinner of the Society was held on 19th 
December at the Windsor Hotel, Montreal, at which the 
successful candidates listed above were formally received 
into membership. The Honourable R. A. E. Greenshields, 
Chief Justice of the Superior Court of the Province of 
Quebec, and George Cochrane of Deloitte, Plender, Griffiths 
& Company, New York, addressed the meeting. A further 
account of this very successful meeting will be given next 
month. 


PERSONALS 


Harold D. Campbell, chartered accountant, announces 
the removal of his offices to Rooms 808 to 812 Standard 
Bank Building, Vancouver, B.C. 

Messrs. W. A. Morrell and Company, chartered account- 
ants, announce the removal of their offices in Amherst, 
Nova Scotia, to the White Building, 109 Victoria Street 
East. 








CORRESPONDENCE 
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8th December, 1938. 
To the Editor, 
The Canadian Chartered Accountant. 


Dear Sir: 

It is a sad commentary on our profession that we have apparently 
been unaware or are doubtful of what to report to shareholders of 
companies. Mr. Turner’s letter in the December issue of The Canadian 
Chartered Accountant is very much to the point and we are all under 
a debt of gratitude to him. Seemingly, we have been living pretty 
much on the same plane—like junior audit clerks “unable to see the 
wood for the trees” and engrossed too deeply, perhaps, in making sure 
that no matter relating to audit procedure escape us. We must en- 
deavour to free our minds from such limitations and to rise to a 
higher plane where we can view matters of accounts and their legal 
significance with calm and impartial detachment. 

It is also a sad commentary on our profession that so few of us 
take part in public affairs. It would be interesting to know how many 
of our members are sitting in legislative halls or on municipal boards. 

We have reached the status and have acquired the dignity of a 
profession and we must strive to live up to our obligations as servants 


of the public. 

We seem to take pride in the fact that we belong to “the silent 
profession.” 

It should, I think, be a compulsory part of our training as students 
to be able to speak on our feet so that later we may take our proper 
place before the public. 

We had a wonderful opportunity as a body during the depression 
of publicly expressing our views with regard to national affairs but 
onee again we were silent. 

There is today an even greater opportunity afforded the profession 
». ~*74eing a plan that will ensure an even distribution of raw materials 
to the nations of the world so that all their nationals can be kept 
profitably employed. It may be said that this should be left to econ- 
omists and governments, but surely with our practical knowledge of 
figures and wide experience of trade customs we are the logical people 
to devise such a plan. 

As a prelude to such I should like to propound the following 
questions: 

1. Is it feasible for a nation like Canada to conduct its foreign 
trade by barter through Government agencies? If not, why not? 

2. If the answer is in the affirmative could the plan be extended 
to all the nations of the world and how could such a plan be operated? 

I am willing to give a prize of $25.00 to the writer of the best 
affirmative answer, the answers to be in the hands of the Editor of 
THE CANADIAN CHARTERED ACCOUNTANT on or before 30th April 1939. 


Yours faithfully, 
Assurgam. 
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STOCK BROKERS’ ACCOUNTS 
Theory and Practice 


This series of discussions on the subject of stock brokerage ac- 
counting theory and practice has been prepared by a group of members 
of the profession familiar with the subject. They desire to have it 
understood that the definitions, opinions and observations appearing 
in this column are their own and are not necessarily those of the 
Dominion Association. 


Commercial Accounting vs. Stock Brokerage Accounting 
There are fundamental differences between commercial 


accounting and stock brokerage accounting, and these are 
outlined hereunder: 


Transactions 

1. Commercial firms buy, manufacture and sell things on 
their own account for profit. 

2. Strictly brokerage firms buy and sell securities and/ 
or commodities for the accounts of others for a commis- 
sion. 

3. Other brokerage firms buy and sell securities and/or 
commodities on their own account for profit, as well as on 
commission for others. 

4. Commercial firms buy on credit, for the most part, 
without giving security, and sell on credit without receiv- 
ing security. 

5. Brokerage firms, when properly conducted, neither 
purchase nor sell on credit, security being demanded in 
both cases. 

6. Commercial firms, for the most part, receive or de- 
liver the goods bought or sold upon the acceptance of an 
order, and pay or are paid at a subsequent date. 

7. Brokerage firms retain the security until the in- 
debtedness is paid. 

8. Commercial firms do business as principals whereas 
brokers act, for the most part, as agents. 


Accounting Procedure 
1. Commercial transactions require accounts for— 


(a) the party from whom merchandise is _ pur- 
chased—commonly called the creditor. Only the date 
of the purchase and its cost are essential. 
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(b) the merchandise at its cost price and often times 
weight and/or quantity as well. 

(c) the party to whom the merchandise is sold (com- 
monly called the customer) and its sale price. 

(d) the merchandise itself at its sale price and fre- 
quently its weight and/or quantity. 


2. Strictly brokerage transactions require (a) not only 
accounts with the seller and buyer, but also (b) particulars 
of the securities or commodities to be received or delivered, 
(c) a further record of said securities received or delivered 
by number of shares and identification of certificates or 
documents so passing, (d) the daily amount of brokerage 
charged upon the said transactions, and (e) the location 
of the securities held, whether coming from the seller or 
going to the buyer, at the bank as security for a loan or 
in the security box or vault of the broker. 


38. Where a broker acts as principal he will require 
accounts for the securities (individually or collectively) 
which he buys and sells for his own account as well as 
accounts for his clients. 


To sum up, the commercial house can reduce its trading 
accounts to those which will record its indebtedness to 
others, the indebtedness of others to itself, and the pur- 
chases and sales related thereto in dollars and cents, where- 
as the brokerage house must record, in addition to what 
is owing by or to itself, particulars of each security trans- 
action by the number of shares due to or from clients and/ 
or brokers, and the physical location of each. Many of 
these records have been demanded by necessity, while 
others are required by the laws of the land. 


Accounts for Accounts for 
Commercial Firm Brokerage House 


1. Creditors (Purchases) Other brokers or clients 
(Short) 


Date and amount Date, amount, names of secur- 
ities, number of shares and 
receipt of securities 


2. Customers (Sales) Clients and other brokers 
(Long) 
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Date and amount 


. Merchandise accounts 
comprising purchase, 
inventory and sales 
Date, amount, and, in 
cases, kind, quantity 
and/or weight 


. Commissions earned (in 
certain cases) 

. Borrowings 

Dates, amounts and due 
dates 


. Perpetual inventory, 
kind, quantity or weight 
in, out and balance and 


sometimes laid down cost 
prices and values 


. No similar register 
except perhaps motor 
cars by serial numbers 


. No similar record 


Date, amount, names of secur- 
ities, number of shares and 
record of delivery of securi- 
ties 

Trading account or accounts 
where broker acts as prin- 
cipal 

Date, amount, names of secur- 
ities, number of shares, and 
number of shares bought and 
sold 


Brokerage commissions 
earned 

Borrowings : 

Dates, amounts, names of se- 
curities pledged and number 
of shares and delivery and 
return of securities 


Stock position book, 

name of securities, number of 
shares of each, names of 
clients or brokers and num- 
ber of shares due from or due 
to, location of shares, whether 
at bank, in transfer, in vault, 
etc. 


Certificate register 
Receipt and delivery of cer- 
tificates by date, certificate 
numbers and number of 
shares, posted from receipt 
and delivery books 


Clearing house sheet 
Clearing house sheet record- 
ing transactions between Ex- 
change members with net 
securities to receive and/or 
deliver, and net cheque to is- 
sue or receive. 
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The articles in this Department, unless otherwise stated, are or- 
iginally written by the Chairman of the Terminology Committee and 
submitted to the members thereof; they are afterwards revised by 
him after consideration of suggestions made by the members. 

If it should be thought that any articles include too much primary 
or elementary matter, readers are asked to realize that the Committee 
hopes these articles will be of especial value to Students-in-Accounts; 
and it is believed that, to impart a thorough understanding, too much 
emphasis cannot be placed on the fundamental principles on which 
the ideas connoted in the term defined are based. 


(Continued from December issue) 


Mortgage: (1) On Real Estate: Under the “Old System” 
a conveyance of property by debtor to creditor as security 
for a debt with proviso that it shall be reconveyed on pay- 
ment of the debt within a certain period. 

Under the “New” or “Torrens System” the security is 
not a conveyance but merely a registered charge upon the 
land for payment of the debt. 

In Quebec the security is virtually a lien called a 
“hypothec” which cannot be foreclosed but is enforceable 
by action and judgment only as in the case of other debts. 

(2) Equitable Mortgage: “Under the ‘old system’ men- 
tioned above, any mortgage subsequent to the first is an 
equitable mortgage, as it is a mortgage of the equity of 
redemption only (though under the Land Titles Act all are 
exactly of the same nature, i.e., charges); but the term 
‘equitable mortgage’ is usually applied to other transactions, 
as where a document is insufficient in form to operate as a 
legal mortgage, or where a mortgage is created by deposit 
of title deeds, etc., and such cases may occur under the 
Land Titles system also.” (“Digest of Canadian Mercan- 
tile Law,” W. H. Anger). 

(3) Chattel Mortgage: “‘A lien on personal property— 
goods and chattels—while left in the possession of a debtor. 
It is not only a lien but an assignment of the property itself 
as a security for the payment of the debt or the perform- 
ance of an obligation, with the proviso that the assignment 
is to be void on payment of the debt at an appointed time 
or the performance of the obligation. The title to the 
property thus passes to the mortgagee, but not the pos- 
session.” (“Digest of Canadian Mercantile Law,” W. H. 
Anger). Quebec legislation has not made provision for the 
use of chattel mortgages. 
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N 


Narration; Narrative: Written explanations of the en- 
tries in books of account, especially the journal entries. 

Natural Business Year: An accounting year which ends 
at that period within the calendar year when stocks are low 
and accounts receivable largely liquidated; usually at such 
time there would be a seasonal dullness in business, and 
with these conditions stocktaking and drawing up the ac- 
counts can be carried on with greater facility and with a 
minimum of disturbance within the business. 

The following is given in a resolution of the American 
Institute of Accountants, 29th September 1938, recommend- 
ing the general adoption of the principle:— 

“A basis of accounting under which each business unit 
would end its accounting period at a date coincident with 
the close of the normal cycle of operation in that particular 
business.” 

Negative Goodwill: The excess of book or appraised 
value of the net assets of a business over the price paid 
by a purchasing company. Conservative practice would 
reduce such values to cost; otherwise it is shown on bal- 
ance sheets as Capital Surplus. 

Negotiable Instruments: Those documents which, hav- 
ing been drawn according to law, may pass from owner to 
new owner merely by simple delivery in the case of an 
instrument payable to bearer, and by endorsement and de- 
livery in the case of one payable to order; provided the 
transfer is bona fide and the new owner is an “innocent holder 
for value,” he holds the instrument free from any defects 
in the title of any of the various holders. The most familiar 
documents of this character are cheques, bills of exchange, 
and promissory notes (q.v.). 

Net: An adjective meaning that all relevant deductions 
have been made, e.g., net profit, profit after deducting all 
charges; net weight, weight of contents exclusive of pack- 
aging, wrapping, etc. 

New Current Assets: The excess of current assets over 
current liabilities. 

Net Worth: Usually defined as the excess of the book 
value of assets over liabilities. There are, however, con- 
flicting opinions on the use of the term, and it is suggested 
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that it should never be used without amplifying explana- 
tions. 

Nominal Accounts: Those accounts which are abstract 
in nature and which do not represent either assets or li- 
abilities. They reflect transactions in terms of divisions 
of income and expenditures; such accounts eventually are 
transferred to the profit and loss account, itself also a nom- 
inal account. 

Nominal Capital: The amount shown as authorized cap- 
ital in the charter or memorandum of association of a 
company. 

Non-assessable Shares: Fully paid shares of capital not 
subject to further calls or to double or other liability. 

Non-Current: Opposite of current (q.v.); also applied 
by bankers and others to loans not considered as being 
promptly collectable. A dormant account or loan. 

Non-Expendable Fund: One in which, by reason of the 
terms under which it is given or created, the principal (and 
in some cases the revenue) is to remain intact. This may 
be for a limited period, as in the case of remainderman and 
life tenant, or in perpetuity, as with endowment funds in a 
hospital or other similar institution. 

No Par Value Shares: Shares in a company either com- 
mon or preferred having no specified par value notwith- 
standing that the charter or other instrument of incor- 
poration may state a minimum price at which such shares 
may be sold. With preferred shares of this nature, how- 
ever, usually a definite liquidation value is given, to which 
the preferred shareholders are entitled in preference to the 
common shareholders in the case of a winding up. 

Notes Payable and Notes Receivable: Terms used 
synonymously with “Bills Payable and Bills Receivable” 
(q.v.). Strictly, notes are Promissory Notes and bills are 
Bills of Exchange; common usage has merged the terms, 
and they are used according to the preference of the in- 
dividual accountant. 
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STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


We wish all our readers a very happy Near Year. May 
1939 have in store for them an abounding supply of health 
and well-earned success. At the same time we extend to 
the Students’ Associations our congratulations on their past 
achievements, and our sincere hope that with the unstinted 
support of every one of their members they may extend 
their activities, both academic and social, still further. 

ae * * 

We should like to think that the Students’ Department 
might increase in interest and usefulness this year but it 
can do so only with the help of its readers. We therefore 
take this opportunity of urging any reader who has a prac- 
ticable suggestion with regard to the content of this section 
of the magazine to take pen in hand and let us have his 
suggestion. He may be sure it will be welcome whether 
or not it can be acted upon. 

* * Ea 


It has been said that a stock dividend is not a true 
dividend since it does not result in any distribution of the 
assets of the company or any reduction in its book worth. 
It is, in other words, merely a convenient device for con- 
verting distributable surplus into capital stock and simul- 
taneously increasing the number of shares by which an 
unchanged book worth is represented. 

This attitude towards the stock dividend is reflected in 
the argument that the recipient of a stock dividend should 
make no accounting entry in respect to it. It is however 
interesting to notice that the distribution of a stock divi- 
dend makes it easier for the shareholder to “declare his 
own dividends”—by selling such a number of shares as will 
bring him in cash to an amount not greater than the 
undistributed profits earned on his original shareholding 
subsequent to the date on which he acquired it. Suppose 
an investor bought forty shares in X, Limited, at $50 per 
share and that to date earnings have exceeded cash divi- 
dends paid by $30 per share. The directors now declare 
a stock dividend of one hundred per cent. (i.e. share for 
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share) so that after the distribution of the stock dividend 
the investor will hold eighty shares of a (theoretical) value 
of $40 per share. His accumulated profit being $1,200 he 
could quite properly, i.e., without impairing his original in- 
vestment, sell anything up to thirty shares and treat the 
proceeds as income. If he sold more than thirty shares 
the proceeds cf sale of the number in excess of thirty 
would have to be treated as a realization of a part of the 
original investment. 

This suggests that convenient rules of accounting for 
stock dividends would be: 

(a) Ignore stock dividends unless and until some shares 
are sold. 

(b) When shares are subsequently sold treat the pro- 
ceeds as income to the extent of undistributed profits on 
the original investment—provided that the market value 
of the shares remaining unsold is at least as great as the 
amount of the original investment. 

Even without the declaration of a stock dividend a share- 
holder can of course “declare his own dividends” by selling 
shares to an amount equal to the undistributed profits ac- 
cumulated in the company since he made his original in- 
vestment. The stock dividend, by increasing the number 
of shares and reducing the value per share, merely facili- 
tates the process. 
ca * * 


STUDENTS’ ASSOCIATION NOTES 





MANITOBA 

The Students’ Society held its nineteenth annual ban- 
quet at the Fort Garry Hotel on November 18th, and more 
than one hundred and fifty students and members of the 
Institute gathered together to eat, drink, and be merry. 
We were honoured to have present on this occasion the 
delegates from other Provincial Institutes who were con- 
vened in Winnipeg to discuss new methods of torture for 
students. 

The president of the Society, H. W. Sutherland, in- 
troduced the guest speaker, Professor Robert McQueen of 
the department of Political Economy of the University of 
Manitoba, who gave a very interesting address exhorting 
us to use our training in the field of public finance. The 
toast to the Institute was proposed by our Vice-President, 
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R. B. Simpson, and was replied to by T. W. Saul, Esgq., 
President of the Institute. Medallians were presented to 
the past-president of the Society, A. Black, and to the 
retiring members of the executive by S. B. Laing, Esq., 
who also presented the Cooper Cup to the winners of last 
year’s inter-office curling league, John D. Reid and Com- 
pany. 

Activities are being curtailed somewhat owing to the 
proximity of the examinations, and the inter-office bowling 
league is drawing to a close to give place to curling which 
will start next month. At the time of writing, it looks 
as if the bowling honours will go to the City Audit Office 
with Millar, Macdonald and Company only a length behind. 


ONTARIOW—Ottawa 

Two meetings of the Ottawa Branch have been held 
since the last report was made. Both were held as supper 
meetings at the Laurentian Club, and both were addressed 
by excellent speakers. 

Mr. K. O. Roos, C.A., (Secretary of J. R. Booth, Ltd.), 
addressed the first meeting on the subject of Cost Account- 
ing. His talk was particularly instructive as he dealt with 
standard costs in some detail, and explained some of the 
more intricate problems which had been puzzling the 
students. 


At the second meeting, Dr. W. C. Clark, Deputy Min- 
ister of Finance, addressed the group on Corporation Fin- 
ancing and Reorganization. Discussion on the topic was 
invited, and a great many misunderstood points were 
cleared up, particularly with respect to instruments of long- 
term credit. 


QUEBEC 

The most important event for the Students’ Society of 
the Province of Quebec this season was the Smoker which 
was held on December 2nd, in the Windsor Hotel. The 
Smoker was attended by about 300 members and proved 
to be an excellent place of celebration for the successful 
candidates in the recent final examinations. 

The conveners under the chairmanship of Hugh B. 
Savage, C.A., did an excellent job in preparing such an en- 
tertaining programme, which was even better than the 
preceding year according to all present, and they are to be 
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heartily congratulated. The feature of the programme was 
the melodrama, “Professional Ethics be Darned,” wherein 
the toils and hardships of the auditing profession were re- 
vealed. The audience entered very heartily into the spirit 
of the drama and joined in the choruses sung by the cast. 









PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by a practising 
chartered accountant of the Institute from whose examinations the 
problem is taken and represent his views and opinions. They are 
designed not as models for submission to the examiner but rather 
as such discussion and explanation of the problem as will make its 
study of benefit to the student. Discussion of solutions presented is 
cordially invited. 











PROBLEM I. 


THE INSTITUTE OF CHARTERED ACCOUNTANTS 
OF MANITOBA 


FINAL EXAMINATIONS, MAY, 1938 
ADVANCED ACCOUNTING, SECTION IV 


Question No. 4. 


From the accounts and information given below you are required 
to prepare: 

(a) Consolidated Balance Sheet as at 31st December, 1937. 

(b) Analysis of consolidated surplus for 1936 and 1937. 











Balance Sheets as at 31st December, 1937 







WwW x ¥ Z 
Assets Company Company Company Company 
ee err rere $ 210,000 $ 50,000 $ 25,000 $ 10,000 
Accounts Receivable ......... 375,000 245,000 80,000 120,000 













SOCOGNA NE ECO kb oe. 5 sds s'oese 600,000 450,000 100,000 150,000 
Investment, At Cost: 
x Company stock ......060. Cee. ‘Sees. asaeeec  selesae 
Y Company stock .......... 75,000 NUN) 8. Sada comme 
Z Company stock ......... 125,000 20,000 FOOe | kwewas 
Plant and Equipment, less al- 
lowance for Depreciation .. 750,000 225,000 150,000 175,000 
NINE Sora siecle sv a0k Sled ns SOGCCG knees DOG000) 8 sactee 












$465,000 $455,000 





$3,310,000 $1,140,000 







Liabilities and Capital 







Accounts Payable ........... $ 375,000 $ 200,000 $ 30,000 $135,000 
Bonds Outstanding .......... 600,000 SE? ckskse 86 Lawanee 
Capital Stock—Common ..... 1,500,000 500,000 350,000 250,000 
NS 5.6 653.606 8 5'6 bis weed 835,000 190,000 85,000 70,000 






$3,310,000 $1,140,000 $465,000 $455,000 
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Surplus Accounts 


Balances at 31st Dec., 1932 ..$ 750,000 $ 225,000 $150,000 $ 45,000 
Profit and Loss Account— 
225,000 150,000 15,000 30,000 
275,000 100,000 25,000 25,000 
250,000 125,000 40,000 15,000 
210,000 150,000 25,000 20,000 
225,000 165,000 30,000 50,000 


$1,935,000 715,000 $155,000 $145,000 


$ 200,000 100,000 $ 20,000 $ 25,000 
250,000 50,000 30,000 
200,000 100,000 
200,000 125,000 
250,000 150,000 20,000 25,000 


$1,100,000 525,000 $ 70,000 $ 75,000 
Balances at 31st Dec., 1937 ..$ 835,000 190,000 $ 85,000 $ 70,000 


Dividends received by the several companies concerned have been 
credited to the respective Surplus Accounts. 


Transactions in X Company Stock 


W Company purchased 75% on 2nd January, 1934, for $750,000.00 
W Company purchased 10% on 2nd January, 1935, for 100,000.00 
W Company purchased 10% on 2nd January, 1936, for 75,000.00 


95% $925,000.00 
W Company sold 20% on 2nd January, 1937, for 250,000.00 


75% $675,000.00 


Transactions in Y Company Stock 
X Company purchased 60% on 2nd January, 1933, for $150,000.00 


W Company purchased 25% on 2nd January, 1935, for $ 75,000.00 


Transactions in Z Company Stock 
W Company purchased 75% on 2nd January, 1935, for $125,000.00 


X Company purchased 15% on 2nd January, 1936, for $ 20,000.00 
Y Company purchased 5% on 2nd January, 1937, for $ 10,000.00 


You are required to submit your working papers with your 
solutions. 
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SOLUTION 


W COMPANY LIMITED AND SUBSIDIARIES 
CONSOLIDATED BALANCE SHEET AS AT DECEMBER 31ST, 1937 












Assets 







Current 
ee re eee ee ee $ 295,000.00 
Accounts Receivable ............e00. 820,000.00 
| ee ae ere 1,300,000.00 $2,415,000.00 














Plant & Equipment, less depreciation .... 1,300,000.00 
RIMES Socios yo sig Sewn ee Ges caw NON wee anes 775,342.11 


$4,490,342.11 







Current 
IE IN op dics Wa iess cinSiaw os Santee wiediodnwelueaecs $ 740,000.00 
Or Ce cre Le re 850,000.00 
Reserve for Revaluation of Assets of Subsidiaries ....... 329,500.00 












Minority Interests: 
Capital Surplus Total 


X Company $125,000.00 $388,125.00 $163,125.00 
Y Company 52,500.00 12,937.50 65,437.50 
Z Company 12,500.00 3,500.00 16,000.00 


$190,000.00 $54,562.50 













244,562.50 
Affiliated Interests: 
EE ois Sas Soa RoW PASE E Ae aeedins $1,500,000.00 
FNRI 5555 Sete was eh eine Gils Seuwrebe 826,279.61  2,326,279.61 





$4,490,342.11 







W COMPANY AND SUBSIDIARIES X, Y & Z 
ANALYSIS OF CONSOLIDATED SURPLUS 
From DEcEMBER 31, 1935 to DECEMBER 31, 1937 


Balance at December 31, 1935 ...........se00- $ 737,350.00 
Profits for the year 1936: 








$ 91,250.00 


eee eee eee eee eee ee eee eee eee eee eee 












coerce ccccccccecccveseccccccccce $150,000.00 
60% of Y Co. profit ($25,000) ( 15,000.00) 
15% of Z Co. profit ( 20,000) 3,000.00) 







$132,000.00 
occ cccccccccccccescces 125,400.00 









pb cet wis acvina siesweeanlsaiindis ( 25,000.00) 
SE OR an Soi soes sbisiewaseeseess ( 
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( 20,000.00) 
( 15,000.00) 195,400.00 


$ 932,750.00 
Deduct: Dividends paid W Co., 1936 200,000.00 


Balance at December 31, 1936. $ 732,750.00 


Profits for the year 1937: 
$ 88,750.00 


X Co. 
$ 149,250.00 


60% of Y Co. $28,750 17,250.00 
60% of Y Co. share of Z Co. $50,000 1,500.00 
ne WE We SEs. se sewwasnesse $50,000 7,500.00 


$175,500.00 


75% of which 131,625.00 


$ 28,750.00 
5% Of Z Co. .ccccccccccces $50,000 = 2,500.00 


$ 31,250.00 
25% of which 7,812.50 
‘ $ 50,000.00 
15% of which 87,600.00 265,687.50 


$ 998,437.50 


Profit on sale of X Co. Stock 77,842.11 


$1,076,279.61 
Deduct: Dividends paid 1937 250,000.00 


CONSOLIDATED SURPLUS AT DECEMBER S3lst, $ 826,279.61 


W COMPANY COMPUTATION OF PROFIT ON SALE OF 
X COMPANY STOCK 


95% purchased for $925,000.00 
Less: Adjustments as per schedule ( 107,250.00) 


$817,750.00 
$172,157.89 


Sale Price 250,000.00 


PROFIT ON SALE $ 77,842.11 
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W. COMPANY AND SUBSIDIARIES 
JOURNAL ENTRIES—ADJUSTMENTS 
DECEMBER 318T, 1937 


(1) Investment in Z Co. .......... W Co. $15,000.00 $ 
X Co. 750.00 
¥ Co: 1,250.00 
To Surplus W Co. 15,000.00 

X Co. 750.00 
Y Co. 1,250.00 

To take up excess of Z Co. 

profits over losses and 

dividends 


(2) Surplus ; 13,437.50 
‘ 38,250.00 
To Investment in Y Co. ..... 4 13,437.50 
38,250.00 
To take up excess of losses 
and dividends over profits 
in Y Co. 


(3) Surplus " 88,125.00 
To Investment in X Co. .... Gi 88,125.00 
To take up excess of losses 
and dividends over profits 
in X Co. 


(4) Investment in X Co. .......... ; 77,842.11 
To Surplus 5 77,842.11 
To take up profit on sale 
of X Co. stock by W Co. 


W COMPANY AND SUBSIDIARIES 
JOURNAL ENTRIES—ELIMINATIONS 


DECEMBER 318T, 1937 
Adjust- 
ments Capital Surplus Investment 
$500,000.00 $190,000.00 
(1) 750.00 
(2) ( 38,250.00) 


$152,500.00 


W Co. 75% thereof 375,000.00 $114,375.00 $489,375.00 E1 
25% MI. 125,000.00 38,125.00 


100% $500,000.00 $152,500.00 


$350,000.00 $ 85,000.00 
(1) 1,250.00 


$ 86,250.00 
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W Co. 25% 87,500.00 $ 21,562.50 

X Co. 60% 210,000.00 51,750.00 
85% $297,500.00 $ 73,312.50 370,812.50 E 2 

15% MI. 52,500.00 12,937.50 

100% $350,000.00 $ 86,250.00 

Z Co. $250,000.00 $ 70,000.00 

W Co. 75% $187,500.00 52,500.00 

X Co. 15% 37,500.00 10,500.00 

Y Co. 5% 12,500.00 3,500.00 
95% $237,500.00 $ 66,500.00 304,000.00 E 3 

5% MI. 12,500.00 3,500.00 

100% $250,000.00 $ 70,000.00 


W COMPANY AND SUBSIDIARIES 
JOURNAL ENTRIES—ELIMINATIONS 
DECEMBER 31ST, 1937 


FRO URORMENL: G cad cw aeseweawen aanwindniare X Co. $375,000.00 $ 
PRG 4 ep eccwcens oo shee eeus es X Co. 114,375.00 
To Investment in K .....ccccces W Co. 489,375.00 


To eliminate 75% owned of 
Capital & Surplus of X Co. 


Pe EN Gacrareaseckus Swe baew sare Y Co. 297,500.00 
BE re ene ce Ga ee sane ko awe Y Co. 73,312.50 
To Investment in Y ............. 370,812.50 


To eliminate percentage owned 
of Capital & Surplus of Y Co. 


Capital Surplus Total 
W Co. 25% $ 87,500.00 $21,562.50 $109,062.50 
X Co. 60% 210,000.00 651,750.00 261,750.00 


$297,500.00 $73,312.50 $370,812.50 


1) I ccs uieeSRGheeers cess enews 237,500.00 
NN he ee chase sacewisws 66,500.00 
To Investment in Z ............. 304,000.00 


To eliminate percentage owned 
of Capital & Surplus of Z Co. 


Capital Surplus Total 
W Co. 75% $187,500.00 $52,500.00 $240,000.00 
X Co. 15% 37,500.00 10,500.00 48,000.00 
Y Co. 5% 12,500.00 3,500.00 16,000.00 


$237,500.00 $66,500.00 $304,000.00 
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W COMPANY AND SUBSIDIARIES 
PROFITS LESS DIVIDENDS 
1936 AND 1937 





Profits 
Holdings Holding Dividends From Subsidiaries Less 
Percentage Company X Y Z Dividends 
W Co. 
1936 $210,000 $ — $ — $ — $210,000.00 
— 125,000 — —_ — 
X 95% — 118,750 — aa ~ 
Y 25 — — is — — 
Z 15 a -- — — 118,750.00 
$ 91,250.00 
1937 225,000 ~~ ~- = $225,000.00 
- 150,000 20,000 25,000 —- 
X 75 — 112,500 — ies an 
Y 25 oa — 5,000 we —— 
Z 15 —- — — 18,750 136,250.00 
$ 88,750.00 
X Co. 
1936 150,000 — - — $150,000.00 
Y 60 ws ne asi de ie 
Z 15 _- oo oo ~~ — 
$150,000.00 
1937 165,000 _ — ae $165,000.00 
—_ — 20,000 25,000 —_— 
Y 60 —~ — 12,000 a — 
Z 15 -= — ae 8,750 15,750.00 
$149,250.00 
Y Co. 
1936 ( 25,000) —_ aoa — ($ 25,000.00) 
Zz, ass ie es as ds 
($ 25,000.00) 
1937 30,000 — — — $ 30,000.00 
o -- a 25,000 — 
Z #5 _ — -~ 1,250 1,250,00 


$ 28,750.00 
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W COMPANY AND SUBSIDIARIES 
CONSOLIDATED SURPLUS 
DECEMBER 318T, 1935 


Balance, December 31st, 1932 
Add: Profits, less Dividends: 


Erdeidlae sto s a einer ates aes Oo $750,000 


Profits Dividends 
1933 $225,000 $200,000 
1934 275,000 250,000 
1935 250,000 200,000 





$750,000 $650,000 100,000 


850,000 
Deduct: Net Adjustments, Profits, Losses and 
Dividends in Subsidiaries: 
X Co. 1934 ($114,750) 
1935 850 (113,900) 
Y Co. 1934 — —- 
1935 ($10,000) ($ 10,000) 
($123,900) 
Z Co. 1934 — — 
1935 $ 11,250 11,250 ( 112,650) 
SURPLUS—DECEMBER 31ST, 1935 $737,350 


(Continued on next page) 
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